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1.0  DRGs  IN  NEW  JERSEY:     THE  EXPERIENCE  OF  HOSPITALS  AND  THEIR  MEDICAL 
STAFFS 

1 . 1  Introduction 

The  DRG  payment  system  in  New  Jersey,  as  the  precursor  of  the  Medicare 
Prospective  Payment  System  (PPS)  effectively  turned  hospitals  into  insurors, 
according  to  some  observers.     If  the  hospital  was  not  able  to  provide  services 
within  the  prospectively  determined  rate,  the  hospital  was  put  at  financial 
risk.     But  at  the  same  time,  a  hospital  is  unable  to  directly  control  the 
physicians  who  directly  influence  its  costs. 

It  became  apparent  to  many  hospitals  in  the  early  phase  of  the  experiment, 
that  the  key  to  a  hospital's  survival  was  the  enlistment  of  the  cooperation  of 
the  medical  staff.    The  physician,  as  the  manager  of  the  hospital  resources 
provided  to  the  patient  could  undermine  the  solvency  of  the  hospital.  The 
experience  in  New  Jersey  suggests  that  the  inevitable  recognition  of  the 
importance  of  physicians  will  necessitate  that  the  traditional  relationship 
between  physician  and  hospital  may  undergo  a  major  transformation.  This 
conclusion  will  not  be  accepted  easily  nor  immediately.     In  fact,  in  some  New 
Jersey  hospitals,  the  question  is  just  now  being  put  to  physicians.     "Do  you 
understand  that  the  hospital  must  put  some  controls  on  the  services  that  you, 
the  medical  staff,  are  ordering?" 

Reactions  from  the  medical  staff  range  from  disinterest  to  concern. 
Initially  physicians  may  respond  with  indifference  viewing  the  prospective 
system  as  the  hospital's  problem.     However,  some  physicians  sense  that  the 
changes  occuring  in  the  health  system  may  affect  them  even  more  directly  in 
the  future. 

1.2  Study  Objectives 

The  case  study  of  the  New  Jersey  experience  with  reimbursement  based  on 
Diagnosis  Related  Groups  (DRGs)  is  focussed  on  the  effects  of  per  admission 
payment  on  the  organization  and  behavior  of  hospitals.  We  are  particularly 
interested  in  how  the  interaction  of  hospital  and  physicians  has  been  altered 
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under  the  incentives  provided  by  DRGs.    Has  the  primary  effect  of  DRGs  been 
that  it  created  an  administrative  bureaucracy  or  have  there  been  and  will 
there  continue  to  be  fundamental  changes  in  the  way  that  hospitals  operate? 
Further  we  are  interested  in  identifying  areas  where  the  policy  changes 
adopted  by  the  hospital  have  influenced  the  way  that  physicians  practice.  Our 
analysis  is  designed  to  answer  the  following  questions: 

•  What  policies  did  hospitals  implement  in  response  to  the  DRG 
payment  system? 

•  How  did  physicians  respond  to  these  hospital  policies? 

•  In  what  ways  and  how  successfully  did  hospitals  enlist  the 
cooperation  of  the  medical  staffs? 

These  discussions  formed  the  basis  for  exploration  of  the  attitudes 
towards  the  extension  of  DRGs  to  include  payment  for  inpatient  physician 
services  (MDDRG).    New  Jersey  as  the  site  of  the  DRG  experiment  offers  the 
unique  opportunity  to  discuss  MDDRG s  with  those  having  exposure  to  the 
realities  of  coping  with  the  hospital  DRG  system.    Although  PPS  has  been  in 
place  for  a  year,  it  is  still  too  soon  to  determine  its  effects  on  hospital 
organization  and  behaviors.    Institutional  changes,  in  particular,  are  by 
their  nature  evolutionary  ones.     From  our  discussions  in  New  Jersey  it  is 
clear  that  the  adjustment  proceeds  in  stages  and  that  DRGs  will  not  remain 
unnoticed  by  any  hospital  or  medical  staff.    Those  hospitals  currently  lacking 
the  data  system  to  manage  using  DRGs  are  working  at  developing  the  capacity  to 
acquire  one.    We  expect  that  the  strategies  adopted  by  hospitals  may  also 
evolve  particularly  as  a  result  of  feedback  from  the  medical  staff  concerning 
their  management  initiatives. 

1.3        Study  Design 

1.3.1    Site  Selection 

Because  our  objective  was  to  gather  information  about  attitudes  and 
opinions  as  well  as  behavior  and  hospital  policy  changes,  we  deliberately 
chose  hospitals  with  relatively  more  experience  with  DRGs.    An  equally 
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important  consideration  in  our  choice  was  the  inclusion  of  some  hospitals  that 
have  had  mixed  experiences  with  DRGs.    With  input  from  the^  Department  of 
Health,  we  identified  and  excluded  hospitals  that  were  saved  from  financial 
disaster  by  the  DRG  system  because  they  would  not  offer  us  many  examples  of 
adaptive  behavior,  nor  would  their  experience  be  readily  generalized  to  the 
PPS  experience. 

We  contacted  10  New  Jersey  hospitals  selected  from  a  list  of  20 
representative  hospitals.    A  total  of  six  of  these  hospitals  agreed  to 
participate  in  our  study.    A  two  person  team  spent  between  one  and  two  days 
interviewing  staff  members  and  physicians  at  these  hospitals.    The  interview 
protocols  developed  to  provide  the  basis  for  these  interviews  are  included  in 
the  Appendix.     In  addition  to  hospital  site  visits  we  also  met  with  the  New 
Jersey  Medical  Society  to  hear  the  views  of  organized  medicine.     We  also  spoke 
with  a  representative  of  the  New  Jersey  Department  of  Health  on  several 
occasions  to  learn  the  viewpoint  of  regulators  about  the  effects  of  DPGs  on 
hospital  behavior  and  to  clarify  particular  issues  raised  by  the  hospitals. 

1.3.2    Characteristics  of  Selected  Hospitals 

Characteristics  of  the  sample  of  6  hospitals  is  compared  with  the  average 
New  Jersey  hospital  below: 


Average  Length 

Location 

Percent 

Bed  Size 

Teaching 

of  Stay 

Occupancy 

Range 

Status 

1983 

1983 

500+ 

Teaching 

7.9 

Suburban 

82% 

500+ 

Teaching 

7.6 

Suburban 

95% 

400-500 

Teaching 

8.9 

Inner  City 

86% 

300-400 

Non-teaching 

6.5 

Suburban 

89% 

300-400 

Teaching 

6.6 

Urban 

72% 

200-300 

Non- teaching 

7.7 

Suburban 

79% 

All  N.J.  hospitals: 

311 

8.4 

85% 
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1.3.3    Summary  of  Hospital  Interviews 

The  individuals  interviewed  at  each  hospital  included  the  Chief  Executive 
Officer,  or  a  representative,  the  Chief  Financial  Officer,  the  Medical 
Director,  the  DRG  Coordinator,  the  Chief  of  Medicine  or  Surgery,  and  either 
the  Chief  of  Radiology  or  Pathology.     In  addition  to  the  individuals  specified 
above  we  asked  to  interview  several  members  of  the  voluntary  staff  at  each 
hospital.     The  selection  of  the  voluntary  medical  staff  to  be  interviewed  was 
left  to  the  hospital.     The  number  of  interviews  in  each  category  is  summarized 
below. 


Hospital  Administration 

Chief  Executive  Officer  5 

Chief  Financial  Officer  4 

DRG  Coordinator  3 

Medical  Director  3 

Physicians 

Chief  of  Medicine  (unsalaried)  1 

Chief  of  Surgery  (unsalaried)  1 

Chief  of  Radiology  3 

Chief  of  Pathology  2 

Members  of  the  Voluntary  Staff  18 

Total  39 


1 . 4        Overview  of  the  Report 

The  case  study  of  New  Jersey  hospitals*  experience  with  DRGs  includes  a 
discussion  of  the  design  and  operation  of  the  system  with  particular  emphasis 
in  the  ways  that  it  differs  from  the  Medicare  PPS  system  in  Chapter  2.  This 
is  followed  in  Chapter  3  by  a  discussion  of  the  effects  of  DRGs  on  the 
organization  of  hospitals.    The  changes  in  hospital  behavior  and  how 
physicians  perceive  these  changes  and  react  to  them  is  presented  in  Chapter 
4.    Chapter  5  summarizes  the  attitudes  of  respondents  about  the  feasibility  of 
including  reimbursement  for  physician  services  within  the  DRG  system  as  well 
as  suggestions  about  the  possible  design  of  such  a  system.     The  concluding 
chapter  briefly  describes  the  feedback  of  hospital  behavior  to  physician 
practice  patterns  that  suggest  areas  for  future  study. 
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2 . 0         THE  DESIGN  OF  THE  NEW  JERSEY  DRG  REIMBURSEMENT  SYSTEM 


2.1  Overview 

The  New  Jersey  experiment  funded  by  HCFA  that  reimburses  for  inpatient 
hospital  care  on  a  DRG-based  system  shares  some  characteristics  of  the  federal 
Prospective  Payment  System  (PPS)  but  also  differs  in  highly  significant  ways. 
This  chapter  describes  the  background  of  the  implementation  of  DRGs  in  New 
Jersey  as  well  outlines  the  workings  of  the  system,  with  emphasis  on  the 
specific  areas  where  the  New  Jersey  system  differs  from  the  PPS  system. 

2.2  Implementation  of  the  DRG  Reimbursement  System  in  New  Jersey 

The  implementation  of  DRGs  was  supported  by  the  federal  government  as  a 
way  to  test  alternatives  which  might  alleviate  the  financial  pressures  on  the 
Medicare  and  Medicaid  programs.    New  Jersey  was  selected  as  the  site  of  the 
experiment  to  incorporate  case  mix  into  the  reimbursement  of  hospital 
services.    The  Department  of  Health,  under  contract  to  the  Health  Care 
Financing  Administration,  began  in  1976  to  do  the  preliminary  work  necessary 
to  merge  hospital  financial  data  with  medical  record  data  and  to  devise 
methods  to  allocate  costs  to  Diagnosis  Related  Groups  (DRGs).     The  New  Jersey 
legislature  in  1978  enacted  the  law  allowing  case  mix  to  be  incorporated  into 
reimbursement . 

The  need  to  adopt  a  different  approach  to  rate  review  in  NJ  was  probably 
exacerbated  somewhat  by  SHARE,  a  per  diem  rate  review  system.     However,  SHARE 
applied  to  only  Blue  Cross  and  Medicaid  patients  so  that  predictably  a 
considerable  amount  of  cost  shifting  to  commercial  carriers  took  place. 
However,  urban  hospitals  with  few  patients  with  commercial  insurance  and  a 
high  proportion  of  bad  debt  were  unable  to  shift  costs  and  were  in  deep 
financial  trouble. 

As  a  move  to  save  these  urban  hospitals  and  to  extend  their  power  over 
hospital  costs,  the  Department  of  Health  with  the  support  of  the  New  Jersey 
Hospital  Association  and  the  commercial  insurors,  worked  to  pass  a  bail-out 
for  the  urban  hospitals,  a  rate  review  system  that  was  based  on  casemix  and 
that  covered  all  payors.    DRGs  were  not  mentioned  within  the  legislation,  but 
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HCFA  insisted  on  them  as  the  basis  of  reimbursement.    Hospitals  in  the  State 
were  phased  into  the  DRG  prospective  payment  scheme;  26  entered  in  1980,  40 
were  added  in  1981  and  the  remaining  were  included  by  the  beginning  of  1982. 

2 . 3  Features  of  the  New  Jersey  DRG  System 

The  New  Jersey  system  offers  a  major  advantage  for  hospital  administration: 
a  high  degree  of  revenue  stability.     However,  there  is  a  significant  cost  to 
this  stability  in  terms  of  data  requirements  and  rate  review.     The  principle 
characteristics  of  the  New  Jersey  system  are  that  it: 

•  accounts  for  differences  in  case  mix  by  using  Diagnostic 
Related  Groups; 

•  reimburses  on  a  per  admission  basis; 

•  pays  the  same  rate  for  all  payors; 

•  reimburses  using  a  hospital  specific  rate; 

•  allows  for  outliers  at  the  high  and  low  ends  of  costs. 

The  first  two  factors  are  the  only  characteristics  that  the  New  Jersey 
system  shares  with  the  federal  PPS  system.    The  major  design  feature  that 
distinguishes  the  New  Jersey  system  from  PPS  is  its  all  payor  basis.  Unlike 
PPS  which  allows  the  potential  for  shifting  costs  to  other  payors,  in  New 
Jersey  all  payors  essentially  pay  the  same  rate.    The  remaining  factors  are 
major  areas  of  difference  that  may  have  influenced  the  perceptions  of  the 
hospital  administrators  and  physicians  that  we  interviewed.    Their  reactions 
and  impressions  refer  to  a  DRG  system  that  has  more  aspects  at  variance  with 
PPS  than  it  has  in  common.     The  following  sections  briefly  describe  and 
contrast  the  NJ  and  PPS  systems  along  two  major  dimensions,  the  determination 
of  rates  and  the  definition  of  outliers  cases. 

2 . 4  Determination  of  Rates 

The  basis  of  reimbursement  for  PPS  is  the  DRG  payment  amount.  During  the 
first  three  years  of  PPS,  this  amount  is  a  combination  of  a  hospital  specific 
component  and  a  federal  component  multiplied  by  the  DRG  cost  weights. 
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However,  since  we  are  discussing  the  differences  between  NJ  and  PPS  systems, 
we  will  discuss  the  PPS  system  as  fully  implemented.    For  hospital  cost 
reporting  periods  beginning  on  or  after  October  1986,  the  prospective  payment 
amount  will  be  based  entirely  on  national  DRG  prices. 

The  legislation  requires  that  HCFA  determine  a  national  adjusted 
prospective  payment  rate  for  each  DPG  to  cover  the  operating  costs  of 
inpatient  hospital  services.    Using  base  year  period  national  data,  rates  are  i 
to  be  developed,  standardized,  and  modified  for  inflation.  ^PS""^1 

The  NJ  system  on  the  other  hand  is  based  on  a  blended  hospital     D  Cn^N 
specific/statewide  rate.    The  determination  of  two  statewide  standard  costs 
per  case  for  teaching  and  non-teaching  hospital  forms  the  basis  of  the  rate 
system.    These  costs  are  then  adjusted  to  account  for  differences  in  wage 
rates  among  regions. 

In  order  to  create  a  hospital  blended  direct  cost  rate  in  the  New  Jersey 
^  system,  these  statewide  average  costs  are  combined  with  the  hospital's  costs 
for  each  DRG.  .  The  "blending"  of  rates  is  accomplished  by  determining  to  what 
degree  the  hospital's  performance  varies  from  the  statewide  rate  using  the~^&~0 
coefficient  of  variation  (CV)  .    As  the  CV  increases,  the  hospital's  rate  will  (^^z^'^T 

include  less  of  the  hospital's  own  costs  and  more  of  the  statewide  rate. 

r  fvwQ_  

Likewise  as  the  CV  decreases,  the  hospital's  rate  will  include  more  of  the 
hospital's  own  costs  and  less  of  the  statewide  rate. 

This  process  applies  to  only  the  direct  cost  of  care,  indirect  costs  are 
subject  to  screens  by  the  Department  of  Health.    Thus,  the  cost  base  of  the 
DRG  rate  in  New  Jersey  is  composed  of  two  rates:    a  direct  cost  component 
which  is  100  percent  variable  with  volume  and  the  indirect  costs  which  are  100 
percent  fixed  but  must  be  applied  on  a  per  patient  basis  for  rates.     Thus,  the 
indirect  component  of  the  rate  is  subject  to  change  as  the  volume  of  patients 
treated  varies  throughout  the  year. 

Certain  costs  in  the  New  Jersey  system  are  not  screened  but  merely  added 
to  the  rate  including  bad  debt,  building  related  requirements  and  for  certain 
hospitals  a  working  cash  infusion.     This  last  item  is  a  means  of  providing 
insolvent  institutions  with  sufficient  resources  within  the  DRG  system. 


2-3 


[ 
[ 
[ 
[ 
[ 
[ 
[ 
[ 
[ 
[ 


2 . 5       Determination  of  Outlier  Payments 

PPS  has  been  designed  with  a  very  narrow  allowance  for  outlier  cases, 
defined  as  those  having  unusually  lengthy  stays  or  unusually  high  costs.  HCFA 
has  established  high  end  cut  off  limits  for  both  LOS  and  cost  for  each  DRG. 
However,  by  law,  the  payments  for  outliers  may  not  exceed  six  percent  of 
Medicare  inpatient  payments.    The  outliers  are  defined  in  the  following  ways, 

A  case  is  a  LOS  outlier  when  the  stay  exceeds  the  average 
length  of  stay  [geometric  mean]  by  the  lesser  of  1.94 
standard  deviations  or  20  days. 

A  case  is  a  cost  outlier  when  is  equal  to  the  greater  of  1.5 
times  the  DRG  rate*  or  $12,000.* 

It  should  be  noted  that  Medicare  may  not  pay  the  full  cost  of  treating  an 
outlier.    First,  the  treatment  must  be  deemed  to  be  medically  necessary  to  be 
reimbursed.     Further  the  additional  payment  is  to  cover  only  the  marginal  cost 
of  care  beyond  the  outlier  point.    The  per  diem  payment  for  LOS  outliers  is  60 
percent  of  the  average  per  diem  federal  rate  for  the  DRG.     The  cost  outlier 
payment  will  be  equal  to  60  percent  of  the  difference  between  the  hospital's 
adjusted  cost  for  the  discharge  and  the  outlier  threshold. 

The  New  Jersey  system  allows  for  a  far  more  generous  definition  of  outlier 
cases.     Outliers  are  defined  as  those  admissions  with  non-representative 
lengths  of  stay  and  for  costs  at  both  the  high  and  low  ends  of  the 
distribution.     Outliers  are  reimbursed  at  what  are  termed  controlled  charges, 
since  these  charges  are  subject  to  rate  review.    The  following  cases  are 
defined  as  outliers: 

•  Cases  where  length  of  stay  falls  outside  of  the  trim  points; 

•  All  cases  in  DRGs  classified  as  clinical  outliers; 

•  All  admissions  in  low  volume  DRGs; 

•  All  deaths  and  AMA  transfers. 


*Both  limits  are  adjusted  for  wage  area  differences. 


High  and  Low  Outliers 

The  trim  points  for  each  DRG  are  defined  to  assure  the  homogeneity  of 
patients  within  each  DPG.    The  system  established  both  high  and  low  trim 
points  based  on  the  length  of  stay  for  typical  patients  included  in  the  DPG. 
For  example  the  low  and  trim  point  for  DRG  127  Heart  Failure  and  or  Shock  is  4 
days  and  the  high  end  trimpoint  is  17  days.    Patients  admitted  and  discharged 
on  the  same  day  are  also  included  in  this  category. 

Clinical  Outliers 

Clinical  outliers  are  cases  that  are  classified  in  DRGs  where  the  lack  of 
precision  in  categorization  contributes  to  a  high  degree  of  heterogeneity. 
These  clinical  outlier  DRGs,  designated  by  the  developers  of  the  system  at 
Yale  are  described  as  catch-all  DRGs  that  contribute  to  the  overall 
homogeneity  of  the  remaining  groups.     Cases  with  unrelated  surgery  (DPG  468) 
are  also  classified  as  clinical  outliers. 

Admission  to  Low  Volume  DRGs 

Hospitals  are  not  given  a  rate  for  any  DPG  where  it  does  not  have  a 
sufficient  number  of  cases  (5)  to  form  the  basis  of  the  rate. 

Deaths  A MA  and  Transfers 

Strictly  by  definition,  deaths,  those  discharged  against  medical  advice 
(AMA)  and  transfers  do  not  provide  representative  lengths  of  stay  and  thus  are 
defined  as  outliers  in  this  system. 

The  above  definition  create  a  significant  number  of  cases  that  are  not 
reimbursed  using  the  pre-determined  rate.     In  1982  approximately  31.5  percent 
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of  cases  were  outliers.*    Of  these  cases 

•  14.4  percent  were  below  the  low  trim  point; 

•  7.8  percent  were  above  the  high  trim  point; 

•  3.6  percent  were  clinical  outliers; 

•  2.0  percent  were  low  volume  outliers; 

•  3.7  percent  were  deaths,  AMI  or  transfers. 

This  distribution  demonstrates  the  effects  of  the  incentive  that  the  DRG 
system  offers  to  NJ  hospital  administrators.     Most  of  the  cases  below  the  low 
trim  point  are  admitted  for  same  day  surgery,  a  money  maker  for  hospitals. 

Outliers  accounted  for  26.3  percent  of  total  costs  and  nearly  half  (45.8 
percent)  of  direct  inpatient  care  costs.    The  distribution  of  outlier  costs 
according  to  the  above  categories  demonstrates  the  significant  difference 
between  the  NJ  system  and  PPS.    Under  PPS  costs  associated  with  outliers  are 
limited  to  6  percent  of  Medicare  payments.    While  in  New  Jersey  total  outlier 
costs  account  for  45.8  percent  of  total  direct  costs,  and  more  than  half  of 
these  costs  are  those  associated  with  high  outlier  cases.     The  distribution  of 
direct  costs  is  as  follows: 


54.2  percent  -  Inliers 

5.6  percent  -  Low  outliers 

26.8  percent  -  High  outliers 

3.6  percent  -  Clinical  outliers 

2.3  percent  -  Low  volume  outliers 

7.5  percent  -  Deaths  and  A MAS  transfers 


*New  Jersey  Hospital  Association  Hospital  Statistics,  April,  1984. 


[ 
[ 
[ 
[ 
[ 
[ 
[ 


2.6  Summary 


From  the  above  discussion,  it  is  clear  that  the  data  required  to  set  rates 
under  the  New  Jersey  system  are  enormous  and  further  that  PPS  represents  the 
opposite  extreme.     PPS  will  not  incorporate  any  additional  financial  reporting 
beyond  Medicare  Cost  Reports.    While  the  mechanics  of  the  New  Jersey  system 
are  simple  conceptually,  the  implementation  of  the  steps  in  the  rate  setting 
process  has  proved  to  be  difficult  and  cumbursome. 

The  objective  of  the  system  is  simply  stated:    each  payor  will  pay  the 
same  rate  for  similar  cases.     In  the  early  phase,  the  difficulties  in 
implementing  the  system  were  mainly  at  the  hospital  level  in  terms  of 
assigning  DRGs  appropriately  and  developing  the  data  necessary  to  set  rates. 
During  the  present  phase,  the  adolescence  of  the  DRG  system,  a  new  set  of 
problems  have  emerged.     The  hospitals  are  dissatisfied  with  the  ability  of  the 
Department  of  Health  to  reach  final  settlements,  a  claim  that  the  Department 
terms  "exaggerated".    Also  hospitals  argue  for  more  frequent  rebasing.  Their 
charge  rests  on  the  inability  of  the  DRG  system  to  incorporate  changes  in 
technology  in  a  timely  way.    The  Department  of  Health  rightly  argues  that 
frequent  changes  in  the  base  year  will  create  a  de  facto  retrospective 
system;     the  adoption  of  new  technologies  should  be  governed  by  the  relative 
efficiency  of  the  innovation. 

The  all  payor  aspect  of  the  NJ  system  has  three  major  effects  on  the 
health  care  system  that  are  not  applicable  to  PPS. 

•  The  hospitals  can  operate  with  a  degree  of  certainty  about 
revenue,  i.e.  bad  debt  and  free  care  are  not  issues. 

•  Cost  shifting  is  not  possible  in  the  New  Jersey  system. 

•  There  is  no  incentive  ostensibly  for  a  hospital  to 
discriminate  against  certain  patients  on  the  basis  of  payor. 
The  DRG  system  in  NJ  obviates  the  need  for  a  medically  needy 
program  in  that  state. 
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The  determination  of  PPS  rates  contrasts  sharply  with  the  methodology  used 
in  New  Jersey. 

•  in  New  Jersey  there  is  a  "blending"  of  overall  state  rates 
with  hospital  specific  rates  that  rewards  efficient  low  cost 
hospitals. 

•  The  original  system  used  1978  as  its  base  year  and  has 
already  been  rebased  using  1982  data. 

The  outlier  policy  in  New  Jersey  because  it  allows  for  significantly  more 
cases  to  be  reimbursed  at  "charges"  provides  a  safety  valve  for  hospitals. 
The  responses  of  hospitals  to  the  New  Jersey  system  thus  may  only  be 
suggestive  of  the  reactions  to  the  more  severe  limitations  of  PPS  * 

•  In  New  Jersey,  the  allowance  for  "low  end"  cases  encourages 
same  day  surgery. 

•  Allowances  for  reimbursement  using  charges  for  "clinical" 
outliers  and  those  with  non-representative  lengths  of  stay 
protects  hospitals  from  assuming  an  excessive  amount  of  risk. 

It  is  a  matter  of  speculation  concerning  the  effects  of  these  differences 
in  terms  of  explaining  hospital  behavior  under  PPS.     We  have  concentrated  on 
the  more  general  organizational  responses  of  hospitals  and  physicians  in  order 
to  provide  insights  that  are  more  applicable  to  the  PPS  system. 
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3 . 0  ORGAN IZATIONAL  EFFECTS  OF  DRGS  ON  NEW  JERSEY  HOSPITALS 


3.1  Overview 

The  implementation  of  a  DRG  based  reimbursement  method  has  influenced  the 
way  that  hospitals  interact  with  each  other  and  their  internal  management 
structure.    As  the  institutional  incentives  changed,  hospitals  faced  off 
against  each  other  in  direct  competition  for  patients.    A  key  element  in  the 
campaign  for  economic  survival  is  the  introduction  of  management  changes  to 
promote  communication  between  hospital  administration  and  the  medical  staff. 
The  following  chapter  defines  the  competitive  forces  acting  on  the  hospital 
both  from  other  hospitals  and  from  physicians  followed  by  a  discussion  of  the 
major  organizational  changes  that  DRGs  have  brought  about  or  encouraged. 

3.2  Changing  Role  of  the  Hospital:    Competition  Among  Hospitals 

There  has  been  a  gradual  change  in  the  way  that  hospitals  function  in  New 
Jersey  and  elsewhere.     Prior  to  strict  rate  regulations  and  the  emphasis  on 
cost  containment,  hospitals  perceived  themselves  primarily  as  social 
agencies.    The  gradual  change  in  role  from  social  agency  to  business  was 
offered  an  extra  boost  in  New  Jersey  with  the  imposition  of  the  DRG 
reimbursement  system.     DRGs  provided  the  hospital  with  defined  products,  so 
that  hospitals  became  a  "supermarket  with  467  products  on  its  shelves." 
Product  line  management  style  has  been  made  possible  and  some  facilities  have 
already  adopted  this  strategy  to  compete  effectively  with  surrounding 
facilities.    Others  are  still  managing  as  they  did  under  the  rate  setting 
system  that  predeceded  DRGs. 

Competition  among  hospitals  is  now  commonplace.     "Hospitals  are  now 
businesses  competing  with  each  other"  according  to  one  CEO.     Some  hospitals 
have  chosen  to  network,  picking  their  partners  carefully  to  merge  and  to 
complement  one  another.    There  are  also  clear  incentives  to  diversify  by 
acquiring  skilled  nursing  facilities  as  well  as  rehabilitation  and  alcoholism 
facilities.    The  availability  of  such  alternative  placements  may  mean  economic 
survival  in  a  system  that  demands  serious  limits  on  length  of  stay. 
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Not  all  hospitals  compete  effectively  in  this  changing  environment. 
Several  hospital  administrators  cited  the  failure  of  neighboring  hospitals  to 
compete  effectively  for  patients  and  medical  staff  alike.     No  hospital  we 
spoke  to  felt  threatened.     It  is  possible,  according  to  the  observors,  that 
some  hospitals  may  fail  if  they  are  unable  to  compete  although  none  have  as 
yet  done  so.    DRGs,  a  system  implemented  to  save  urban  hospitals  from 
financial  disaster  may  result  in  the  failure  of  other  hospitals  that  are  not 
able  to  adapt. 

3.3  Changing  Role  of  the  Hospital:     Competition  with  Physicians 

The  supply  of  physicians  continues  to  increase  in  New  Jersey  although  the 
population  does  not.    This  factor  has  influenced  both  the  style  of  medical 
practice  and  the  physician  hospital  relationship.    Standard  medical  practice 
involves  several  physicians  in  the  care  of  a  patient,  and  the  use  of 
consultants  is  common.    Rather  than  competing  with  other  physicians,  practice 
styles  have  adapted  to  incorporate  other  physicians  in  the  care  of  a  single 
patient . 

Physicians,  however,  have  begun  to  compete  with  hospitals.  Numerous 
references  were  made  to  examples  where  physicians  are  now  competing  for 
traditional  hospital  business.     Individual  physicians  and  physician  groups  are 
setting  up  independent  "urgi-centers" ,  private  laboratories  and  day  surgery 
centers.    A  group  of  radiologists  has  established  a  non-invasive  testing 
laboratory  that  will  include  radionuclide  scanning,  x-ray,  CT  scanning, 
echocardiography  and  the  first  nuclear  magnetic  resonance  imager  (NMR)  in  New 
Jersey. 

Valid  objections  are  raised  by  hospitals  to  this  practice  since  physicians 
are  not  subject  to  the  same  regulatory  constraints  as  are  hospitals.    There  is 
no  JCAH  accreditation  or  peer  review.    One  CEO  pointed  out  that  private 
radiology  practice  for  example  can  discriminate  against  trauma  cases,  the 
acutely  ill,  and  the  indigent.    The  hospital  will  be  left  with  the  most  costly 
patients  because  physicians  can  "cream  skim."    Likewise  a  day  surgery  practice 
run  out  of  a  physicians  office  denies  the  hospital  needed  revenue  for  these 
profitable  "one  day  admissions."    Several  administrators  also  raised  the 
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self-referral  abuses  inherent  in  such  a  system.     In  private  office  practice, 
the  physician  is  free  to  order  any  procedure  and  is  not  subject  to  peer  review 
as  in  the  hospital. 

Physicians  defend  their  practices  as  proper.     In  fact,  some  note  that  the 
hospitals  that  adopted  an  aggressive  stance  towards  excessive  utilization  post 
DRGs  may  have  encouraged  competitive  behavior  among  its  medical  staff.  To 
avoid  pressures  to  change  behavior,  physicians  may  provide  more  treatment  in 
offices  and  urgi-centers. 

It  is  believed  that  these  initiatives  also  represent  the  physician 
response  to  increasing  peer  competition:     to  collect  the  facility  component  as 
well  as  the  professional  component  of  fees.    The  reaction  of  hospital 
administrators  to  these  endeavors  is  predictable.    They  resent  the  intrusion 
on  their  market.     "I  believe  in  competition,  but  not  with  hand  cuffs  on" 
complained  one  CEO.     In  many  cases  they  believe  that  their  economic  viability 
is  dependent  on  the  hospital's  ability  to  generate  outpatient  revenue  which  is 
not  subject  to  DRG  constraints.    A  hospital  must  staff  the  ER  and  the 
radiology  and  laboratory  departments  nights  and  weekends.     Physician  practices 
can,  on  the  other  hand,  operate  on  a  far  less  demanding  schedule.     The  result 
is  that  hospitals  complain  that  they  lack  needed  volume  to  achieve  economies 
of  scale.    These  factors  make  for  an  uneasy  relationship  at  best  between  some 
hospitals  and  their  medical  staff. 

3.4         The  Organizational  Effects  of  DRGs 

"The  most  important  effect  of  DRGs  has  been  the  creation  of  an 
administrative  bureaucracy."    The  implementation  of  DRGs  undoubtedly  has 
generated  significant  costs.    A  moderately  sized  suburban  hospital  estimates 
that  the  system  costs  $250,000  annually.    Not  surprisingly,  the  introduction 
of  a  method  for  reimbursing  for  hospital  care  that  directly  rewards  efficient 
and  cost  saving  strategies  encourages  administrative  changes  to  generate  the 
necessary  data,  interpret  the  data  and  to  provide  feedback  to  the  medical 
staff. 
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The  implementation  of  DRG  payment  method  in  New  Jersey  brought  about  the 
following  changes  in  the  management  and  organization  of  some  hospitals: 


1.  Many  hospitals  have  employed  a  full-time  Medical 
Director, 

2.  The  role  of  the  individual  Department  Heads  have  been 
strengthened . 

3.  Hospitals  have  created  a  new  position,  DRG  Coordinator. 

4.  The  Medical  Records  Department  has  been  expanded  and  its 
activity  in  some  hospitals  has  been  linked  with  that  of 
the  billing  department. 

5.  The  medical  staffs  have  become  more  involved  in  hospital 
operations. 

6.  A  DRG  committee  has  been  formed  in  many  facilities 
including  the  CEO,  CFO,  and  DRG  Coordinator,  the  medical 
director  and  members  of  the  medical  staff. 

These  changes  occur  in  various  combinations  and  to  varying  degrees.  We 
also  note  that  there  may  be  some  hospitals  where  more  of  these  changes  have 
occurred.    The  introduction  of  a  salaried  Medical  Director  in  many  hospitals, 
both  teaching  and  non-teaching  represents  a  major  management  innovation.  Some 
members  of  the  medical  staff  refer  to  these  physicians  as  "renegades"  or 
"hired  guns"  while  administrators  rely  on  them  to  be  "key  participants".  One 
Medical  Director,  a  former  admitting  physician,  describes  his  reception  by  the 
medical  staff  as  guarded.     "One  day  I  walked  down  the  hall  and  became 
management . " 

The  role  of  the  Medical  Director  is  to  monitor  the  performance  of 
physicians  and  to  present  DRG  data  to  the  medical  staff.     It  is  vital  to  the 
process  that  these  individuals  retain  credibility.     In  one  hospital,  it  is  up 
to  the  Medical  Director  to  call  in  the  "high  roller"  physicians  who  cost  the 
hospital  more  than  $10,000. 
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One  hospital  reports  a  70  percent  success  rate  in  correcting  excessive 
utilization.     However,  it  was  pointed  out  by  one  CFO  that  there  is  a 
difference  between  "hitting  with  a  sledge  hammer  and  a  feather."    The  Medical 
Director  can  successfully  promote  changes  in  physician  behavior  if  the  data 
support  the  need  for  change  and  they  are  presented  in  a  non-adversarial  way. 

The  success  of  a  hospital  in  drawing  physicians  into  the  process  relies 
largely  on  its  ability  to  find  a  credible  spokeperson( s) .     In  addition  to  or 
instead  of  the  Medical  Director,  some  hospitals  have  also  strengthened  the 
role  of  the  Department  Head(s).    In  this  model,  the  Department  Chairperson 
analyzes  the  data  and  presents  it  to  the  department  as  a  whole.     The  primary 
intent  is  to  offer  information  to  the  staff.    For  example,  in  one  hospital  an 
infectious  disease  specialist  was  asked  to  present  information  on  the  relative 
effectiveness  of  certain  drugs. 

Another  hospital  focusses  on  a  particular  procedure  or  DRG  and  presents 
comparative  data  on  physician  activity  to  the  entire  department.    For  example, 
the  cardiology  section  was  presented  with  overall  data  for  DRG  122,  Acute 
Myocardial  Infarction  without  Cardiovascular  Complications,  showing  length  of 
stay  and  charge  variance  (gains  or  losses)  per  case.     Specific  data  were 
presented  for  four  cost  centers  where  there  were  significant  losses  for  each 
physician  admitting  in  this  DRG;  pharmacy,  EKG,  nuclear  medicine  and  cardiac 
cath  lab.    The  underlying  objective  is  to  allow  peer  pressure  to  encourage 
changes  in  physician  behavior  although  individual  physicians  are  not  named. 

A  third  position  that  is  essential  in  this  process  for  some  hospitals  is 
the  newly  created  DRG  Coordinator.     Most  hospitals  that  we  visited  had  either 
hired  someone  to  fill  this  function  or  had  given  the  responsibilities  to  an 
existing  staff  person.    The  DRG  Coordinator  is  responsible  for  the  production 
of  reports  that  detail  physician  and  hospital  performance  on  a  DRG  basis  and 
then  to  monitor  performance  using  these  data.     In  some  hospitals  this  person 
works  closely  with  the  Medical  Director  to  explain  results  and  to  act  as  an 
intermediary  with  the  medical  staff.     In  another,  the  DRG  Coordinator 
functions  are  assumed  by  the  CFO. 
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The  organization  of  the  Medical  Records  Department  has  also  changed  under 
the  new  regime.     Medical  records  "came  out  of  the  basement."    Nearly  every 
hospital  reported  adding  staff  in  that  department  since  DRGs  were  implemented 
and  several  have  linked  its  functions  with  that  of  the  billing  department. 
Since  payment  is  dependent  on  correct  DRG  assignment,  there  is  a  strong 
emphasis  on  producing  accurate  and  complete  diagnostic  and  procedure 
information  on  the  discharge  abstract.    The  responsibility  is  that  of  the 
physician  although  hospitals  do  review  records  very  critically.     In  at  least 
one  department  that  we  know  of,  it  is  common  practice  for  a  medical  records 
employee  to  call  a  physician  to  correct  the  omission  of  a  complicating 
condition  on  the  discharge  abstract  that  was  cited  elsewhere  in  the  record. 

Attempts  have  been  made  to  involve  Medical  Staffs  in  the  day-to-day 
operations  to  greater  or  lesser  extent  and  with  more  or  less  success.  The 
interactions  of  hospitals  and  their  medical  staffs  is  discussed  in  detail  in 
the  following  chapter. 

These  initiatives  are  usually  tied  to  the  hospital's  philosophy  about  DRGs 
in  general.    Those  hospitals  that  take  a  more  aggressive  stance  saw  the  need 
to  involve  physicians  in  hospital  activities  in  order  to  solicit  physician 
support.    Other  hospitals  with  a  more  moderate  stance  involve  physicians  to  a 
far  more  limited  extent  and  of  course  there  are  still  many  for  whom  it  is 
■business  as  usual".     In  this  latter  case,  members  of  the  medical  staff  are 
not  involved  in  hospital  business  and  they  do  not  necessarily  think  it 
desirable  or  appropriate  to  be  so. 

The  final  organizational  change  that  we  observed  in  some  New  Jersey 
hospital  was  the  formation  of  a  DRG  Committee.    This  committee  usually 
includes  representatives  of  hospital  administration  including  the  CEO  and/or 
CFO,  the  DRG  Coordinator,  the  Medical  Director,  Department  Chairmen  and 
members  of  the  medical  staff.     Much  of  the  activity  of  this  committee  is 
focussed  on  the  "big  loser"  DRGs  in  order  to  identify  and  correct 
inappropriate  utilization  and  to  focus  on  strategies  to  limit  costs.  The 
leadership  of  this  committee  is  critical  if  it  is  to  be  an  effective  vehicle 
for  medical  staff  participation.     In  a  large  suburban  hospital,  the  first 
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chairman  was  the  staff  Medical  Director  but  he  was  soon  replaced  by  an  active 
member  of  the  medical  staff.    This  change  was  made  because  it  was  widely 
believed  that  the  Medical  Director  primarily  represented  the  interests  of  the 
hospital  and  not  the  medical  staff. 

Many  of  the  organizational  changes  discussed  above  are  related  to  the  way 
that  hospitals  develop  and  promote  the  use  of  DRG  specific  performance  data. 

3.5         The  Tool  of  Change:    A  DRG  Based  Data  System 

There  have  been  other  internal  changes  within  hospitals  since  the 
institution  of  DRG  reimbursement.    The  budgetting  process  is  reversed.  Now 
expenses  are  based  on  revenue  rather  than  vice-versa.    DRGs  provide  an 
internal  management  tool  to  monitor  the  inputs  that  are  used  to  produce  their 
467  products,  i.e.,  DRGs.    What  have  been  the  effects  of  DRGs  on  the 
management  of  hospitals? 

Among  the  hospitals  we  visited,  we  found  a  broad  range  of  reactions  to 
DRGs.    Some  institutions  have  acquired  the  software  sophistication  to  generate 
DRG  specific  information  that  is  used  in  day-to-day  operations  as  well  as  in 
long  term  strategic  planning.    Other  hospitals  have  been  slow  to  develop  this 
capacity  or  have  opted  for  much  more  limited  use.    The  model  adopted  by  the 
hospital  is  certainly  correlated  with  the  degree  of  physician  awareness  of 
DRGs  but  also  may  be  significant  in  determining  the  degree  of  cooperation. 

We  identified  three  distinct  models  of  hospital  reaction  to  the  DRG  system 
reflecting  increasing  amounts  of  sophistication  and  aggressiveness.  We 
characterize  these  as: 

•  Aggressive 

Generating  volumes  of  data  on  the  hospital's  performance  for 
each  DRG  and  the  prof it-and-loss  statements  for  each 
physician.    The  more  aggressive  facilities  provide 
comparative  statistics  for  members  of  the  medical  staff  to 
encourage  changes  in  physician  behavior  as  well  as  to 
identify  areas  where  the  hospitals  may  change  their  own 
practices  to  become  more  efficient.    Some  of  these  hospitals 
may  have  experienced  big  losses. 
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terms  of  development  of  a  data  system,  there  also  appear  to  be  differences  in 
philosophy  that  dictate  the  way  that  the  data  system  will  be  used.  The 
approach  taken  by  the  hospital  can  either  alienate  the  medical  staff  or  enlist 
its  support. 

The  most  sophisticated  hospitals  are  able  to  generate  profit/loss  (P/L) 
statements  for  each  physician,  yet  not  all  of  them  do.    A  hospital  with  what 
was  described  as  a  strained,  "at  arms  length",  relationship  with  its  medical 
staff  produces  detailed  P/L  statements  and  distributes  them  to  members  of  the 
medical  staff.    Generally,  according  to  adminstrators  physicians  have  been 
responsive  to  suggestions  that  appear  "logical".    However,  physicians  at  this 
hospital  express  some  resentment  at  being  criticized  and  one  described  the 
mountains  of  computer  output  "as  meaningless."    A  few  physicians  here  have 
shifted  admissions  to  another  less  punitive  hospital. 

Other  hospitals  generate  the  same  amount  of  data  but  present  it  far  more 
selectively.     They  focus  on  problem  areas  or  high  volume  DRGs  and  compare 
length  of  stay  and  resource  use  of  all  physicians  admitting  patients  in  a 
DRG .     Some  facilities  started  out  identifying  physicians  by  code  only  but  now 
they  are  identified  by  name.     Predictably,  when  these  data  were  first 
released,  physicians  were  determined  to  identify  the  others  included  in  the 
report,  particularly  those  at  the  high  and  low  ends. 

Development  of  an  extensive  data  system  also  requires  the  development  of  a 
support  system  to  interpret  these  data,  to  set  goals  and  to  provide  feedback. 
DRG  coordinators  have  been  hired  to  supervise  the  implementation  and 
production  of  the  DRG  data  system.     "Be  sure  it's  (the  data)  correct  before 
presenting  it  to  the  medical  staff."     If  there  are  errors,  the  hospital  loses 
credibility.    The  department  chiefs  have  assumed  the  role  of  disseminator  for 
much  of  this  information.    The  Medical  Director  also  assumes  responsibility 
for  monitoring  the  really  high  cost  physicians. 

Reactions  of  the  members  of  the  medical  staffs  to  the  presentation  of  data 
is  mixed  as  is  discussed  in  the  following  chapter.    However,  hospitals  that 
either  have  the  capacity  now  or  are  developing  it,  believe  that  there  is 
sufficient  payoff  to  its  presentation  to  the  medical  staff  in  some  form. 


4 . 0         RESPONSES  OF  NEW  JERSEY  HOSPITALS  AND  THEIF  MEDICAL  STAFFS  TO  DRGS 


4.1  Overview 

"If  this  hospital  has  done  well  under  DRGs,  it  is  due  to  luck". 

CFO  of  a  suburban  teaching 
hospital 

Is  it  possible  that  a  hospital  is  a  "winner"  due  strictly  to  chance?  Or 
can  success  (or  failure)  under  the  New  Jersey  DRG  system  be  ascribed  to 
particular  hospital  characteristics  or  to  strategies  adopted  by  the  hospital? 
How  does  the  medical  staff  figure  in  the  outcome?    We  asked  hospital 
administrators  including  salaried  physicians  as  well  as  members  of  the 
voluntary  medical  staff  their  views  of  the  effects  of  DRGs. 

Hospital  administration  had  a  lot  to  say  about  the  DRG  bureacracy,  the 
fairness  of  rates  and  the  intransigence  of  the  system.    Because  they  are 
responsible  for  the  financial  performance  of  the  hospital,  they  often  view  the 
DRG  system  as  another  bureacratic  nightmare.    However,  many  have  learned  to 
turn  the  system  to  their  advantage.    The  DRG  system  and  the  data  system  it 
engendered  has  finally  given  hospitals  a  handle  on  the  way  the  physician 
practices.    How  do  physicians  respond  to  this  handling? 

Reactions  of  physicians  to  the  implementation  of  DRGs  in  New  Jersey  vary 
widely  and  depend  on  the  physician's  position  and  function  within  the  hospital 
and  on  the  hospital's  approach.     Leaders  of  the  New  Jersey  Medical  Society 
representing  organized  medicine,  at  one  extreme,  are  unequivocally  opposed  to 
DRGs.    Practicing  physicians,  on  the  other  hand,  seem,  to  have  been  affected 
to  varying  degrees  by  DRGs,  and  express  a  wide  range  of  opinion  regarding 
them,  ranging  from  ignorance  of  DRGs  "haven't  really  noticed  them"  to  the 
extreme  "the  temple  of  medicine  is  crumbling".    Several  express  concern  about 
the  shift  of  power  over  patients  from  MDs  to  hospital  administration.  An 
internist  observed  that  "DRGs  gives  us  a  level  of  mediocrity".  Physician 
administrators  find  themselves  caught  in  the  middle.    As  representatives  of 
the  hospital,  they  must  concern  themselves  with  the  financial  realities  of 
DRGs.     But  of  course,  their  training  and  experience  as  physicians  leaves  them 
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with  appreciation  for  the  needs  of  the  medical  staff  to  provide  appropriate 
care.    The  physician  administrators  while  serving  as  a  key  link  between 
hospital  and  staff  must  show  an  ability  to  be  critical  of  the  practice 
patterns  of  some  physicians  in  order  to  protect  the  hospital's  interests. 

Physician  response  to  DRGs  is  related  also  to  the  way  that  hospitals  have 
opted  to  deal  with  their  medical  staffs.    Hospitals  termed  'aggressive'  in 
terms  of  use  of  DRGs  to  modify  behavior,  are  in  danger  of  sacrificing 
physician  goodwill  to  save  hospital  resources.    The  hospitals  that  choose  to 
produce  profit/loss  statements  for  members  of  the  medical  staff  have 
experienced  some  success  in  controlling  costs  but  physicians  are  often  angry 
and  dissatisfied.     In  one  facility,  15  physicians  who  had  lost  more  than 
$10,000  for  the  hospital  met  with  the  Vice  President  for  Medical  Affairs  in  an 
effort  to  learn  the  explanation  for  these  "losses".     In  some  cases  accounting 
errors  were  identified  which  served  as  useful  feedback  to  administration;  in 
other  cases  the  physician  asserted  that  patients  were  sicker  than  average;  in 
many  instances  idiosyncracies  of  the  physician's  practice  were  identified. 
Administration  felt  that  the  overall  outcome  of  this  effort  was  highly 
productive.    Behavior  is  changing.    How  the  individual  physicians  felt  is  less 
clear.    We  didn't  speak  directly  to  any  of  these  physicians,  but  others 
express  some  resentment  of  the  intrusion  into  the  practice  of  medicine. 

Those  employing  a  more  moderate  approach,  emphasizing  education  without 
humiliation,  appear  to  have  the  greatest  potential  for  successfully  enlisting 
the  support  of  the  medical  staff.     In  those  remaining,  without  the  system 
capabilities  to  generate  DRG  performance  profiles,  physicians  don't  know  much 
about  how  the  hospital  is  doing.    Nor  do  they  have  a  sense  for  how  they 
influence  the  fate  of  the  hospital.    A  General  Practitioner  noted,  "The 
hospital  tells  us  what  they  want  us  to  know".    Essentially  it  is  business  as 
usual. 

Where  cooperation  between  administration  and  physicians  has  been  achieved, 
good  communication  has  been  an  essential  ingredient.     Involving  the  medical 
staff  in  the  management  process,  for  example,  as  DRG  Committee  chairmen,  is  a 
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politic  move.     Where  there  was  previously  existing  antagonism  and  poor 
communications  DRGs  may  have  only  made  matters  worse.    One  hospital 
administrator  described  physicians  as  using  the  hospital  solely  as  an 
extension  of  their  office  and  "feeling  no  obligation  to  see  the  hospital 
prosper".    This  attitude  obviously  has  important  implications  for  the  success 
of  any  administrative  initiatives,  DRGs  among  them. 

4.2       How  to  Manage  under  DRG  Reimbursement 

The  key  goals  identified  by  both  CEOs  and  CFOs  to  assure  a  hospital's 
financial  stability  in  a  per  case  reimbursement  system  are: 

•  Increase  admissions 

•  Decrease  length  of  stay 

•  Control  labor  costs 

•  Control  supply  costs 

•  Improve  the  quality  of  the  medical  record 

•  Control  ancillary  use 

Achieving  these  goals,  however,  may  place  the  hospital  in  direct  conflict  with 
its  medical  staff.    We  were  interested  in  the  perceptions  of  both  parties 
about  the  effects  of  these  policies  on  the  hospital  and  its  physicians.  We 
focused  on  three  major  questions: 

•  What  policies  did  hospitals  implement  in  response  to  the  DRG 
payment  system? 

•  How  did  hospitals  enlist  the  cooperation  of  the  medical 
staffs? 

•  How  did  the  medical  staff  respond  to  the  policies  adopted  by 
the  hospital? 

4.2.1    Increase  Admissions 

Reimbursement  on  a  per  case  basis  offers  entirely  different  incentives 
than  those  engendered  by  the  traditional  method  of  paying  for  hospital 
services.    Rather  than  maximizing  total  days  of  care,  reflected  in  high 
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occupancy  rates,  the  emphasis  in  this  new  world  is  on  increasing  admissions 
while  conserving  hospital  resources.    Hospital  reported  competition  with  each 
other  on  the  basis  of  hospital  services  and  on  the  size  and  composition  of  the 
medical  staffs.    A  commonly  heard  objective  was  to  attract  patients  and  expand 
the  service  area.     Several  more  aggressive  hospitals  sought  corporate 
relationships  to  offer  comprehensive  services  to  their  employees.  Expansion 
of  an  existing  psychiatric  unit  proved  to  be  an  effective  way  for  one  hospital 
to  increase  admissions.    Now  the  unit  serves  as  a  referral  center  for 
surrounding  hospitals.     In  addition  to  its  importance  as  a  source  of 
admissions,  because  the  New  Jersey  system  reimburses  charges  for  some 
psychiatric  DRGs,  this  unit  is  also  an  important  source  of  needed  revenue. 

Although  policy  makers  fear  that  the  emphasis  on  increased  admissions 
would  result  in  multiple  or  fragmented  admissions,  we  found  little  evidence 
that  this  practice  has  occured,  although  physicians  are  certainly  aware  of  the 
potential.    A  single  example  was  offered  of  a  patient  who,  after  a 
cholecystectomy,  developed  acute  diverticulitis.     She  was  discharged  and 
admitted  later  for  another  operation.     Previously,  the  latter  condition  would 
likely  have  been  treated  surgically  prior  to  discharge.     Detailed  review  of 
discharge  diagnosis  before  and  after  DRGs  will  be  required  to  document 
systematic  trend  toward  multiple  admissions  suggested  by  such  anecdotes. 
There  is  some  evidence  that  bilateral  procedures  (e.g.  cataract  extraction) 
may  also  be  subject  to  this  abuse  although  there  are  legitimate  medical 
arguments  supporting  this  practice. 

The  size  and  composition  of  the  medical  staff  is  an  important  part  of  the 
strategy  to  increase  admissions.    There  is  an  open  staff  policy  statewide; 
hospitals  are  obliged  to  offer  admitting  privileges  to  all  who  are  qualified. 
"We  need  physicians  to  generate  admissions"  observed  one  CEO.     Some  hospitals 
actively  compete  for  physicians  to  expand  their  market  share.    Others,  who  are 
already  operating  at  near  peak  capacity  would  like  to  limit  the  openings 
available  to  specialties  that  will  enhance  their  market  position.  Generally 
however,  hospitals  and  medical  staffs  agree  that  they  need  each  other.  The 
maintenance  of  an  active  medical  staff  is  more  important  than  ever  to 
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hospitals  dependent  on  physicians  for  business.     Likewise,  physicians  need  the 
services  provided  by  the  hospital  to  treat  patients.    This  important  theme 
appeared  throughout  our  discussions:     how  can  a  hospital  exercise  control  over 
physicians'  resource  use  without  alienating  their  sales  force? 


4.2.2    Decrease  Length  of  Stay 

The  most  immediate  pressure  on  hospital  management  was  to  limit  length  of 
stay.    Although  reducing  length  of  stay  alone  may  not  be  enough  to  save 
money.    According  to  one  Medical  Director  "savings  have  to  be  found  in  the 
first  three  days"  because  that  is  where  the  most  intensive  resource  use  is '] 
experienced.    Generally,  the  efforts  to  reduce  stays  have  been  modestly 
successful . 

Often  the  existing  Utilization  Review  (UR)  mechanism  has  been  adopted  as 
the  means  of  encouraging  physicians  to  discharge  patients  early.     In  fact, 
some  hospitals  delegate  the  responsibility  to  UR  to  ask  for  justification  of 
longer  stays.    The  burden  of  proof  then  shifts  to  the  admitting  physician.  In 
hospitals  where  the  influence  of  DRGs  has  yet  to  reach  the  medical  staff,  an 
active  general  practitioner  said  that  he  felt  that  the  UR  effect  was  greater 
than  any  possible  effect  of  DRGs  and  that  the  decline  in  length  of  stay 
statewide  was  due  primarily  to  the  effectiveness  of  UR. 

Hospitals  adopted  or  strengthened  policies  to  encourage  out-of-hospital 
care.    Pre-admission  testing  was  already  fairly  common  in  New  Jersey;  DRGs 
made  it  almost  mandatory.    Physicians  have  also  adopted  patient  management 
styles  that  conform  to  this  goal.    The  amount  of  testing  and  diagnostic  work 
done  in  the  doctor's  office  has  also  increased  significantly  so  that  the 
physician  bills  for  both  the  facility  and  professional  component.    This  has 
become  so  common  that  one  hospital  has  instituted  a  requirement  that  all 
pre-admission  testing  be  done  at  the  hospital  in  order  to  maintain  quality 
control  over  test  results,  and  to  retain  revenues. 

Day  surgery  has  been  encouraged  by  the  DRG  system  because  these  cases  are 
counted  as  admissions  and  are  reimbursed  at  charges  as  "low  end"  outliers. 
One  hospital  reported  that  28  percent  of  surgery  is  done  on  a  same  day  basis. 
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The  shift  to  outpatient  has  been  slowed  in  one  hospital  because  the 
anesthesiologists  have  been  reluctant  to  change  the  criteria  for  patients 
eligible  for  this  treatment  style.     How  this  conflict  will  resolve  itself  will 
be  an  interesting  test  of  the  relative  strengths  of  hospital  versus  physician. 

In  facilities  where  there  was  already  pressure  on  beds  because  of  high 
occupancy,  more  creative  measures  were  adopted.     In  addition  to  the  use  of 
preadmission  testing  for  scheduled  admissions  and  expanded  day  surgery 
programs,  one  instituted  a  home  I-V  program.    Discharge  planning  may  begin  on 
the  first  day  of  an  admission. 

Several  hospitals  pointed  to  instances  in  which  "high  utilizer"  physicians 
changed  their  behaviors  after  having  received  feedback  on  their  practice 
patterns  in  relation  to  their  peers.    Anecdotally,  physicians  pointed  to 
pressures  for  early  discharge.    Other  physicians  describe  changes  in  their  own 
practice  behaviors.    One  urologist  described  how  he  had  reduced  length  of  stay 
after  transurethral  prostatectomy  by  two  days  by  early  removal  of  the  urethral 
catheter.     It  is  hoped  that  the  presentation  of  these  findings  to  the  entire 
department  will  encourage  other  physicians  to  adopt  the  practice  where 
indicated.     Similarly,  an  orthopedic  surgeon  proudly  claimed  that  he  was  able 
to  discharge  patients  6  days  after  hip  replacement  compared  to  the  "norm"  of 
12  days.     Surgeons  may  be  more  willing  to  discharge  patients  earlier  because 
they  have  no  financial  incentive  to  keep  patients  in  the  hospital.  Unlike 
surgical  specialists,  medical  specialists  sacrifice  the  income  from  daily 
hospital  visits  if  the  hospitalization  is  shortened.    We  did  not  encounter 
specific  hospital  policies  to  reduce  stay  such  as  earlier  discharge  after 
Caesarian  Section  or  after  myocardial  infarctions.    Nor  were  we  able  to  obtain 
support  for  the  argument  that  there  might  be  a  systematic  effort  to  keep 
patients  in  the  hospital  longer  to  create  "outliers"  although  several 
physicians  were  aware  of  the  potential. 

The  most  effective  means  of  reducing  stay  has  been  the  distribution  o 
data  to  physicians  comparing  lengths  of  stay.    Over  time,  there  has  been 
narrowing  of  the  range  of  stays  for  many  DRGs  in  at  least  one  hospital. 
Equally  important  has  been  the  pressure  to  develop  innovative  techniques  and 
procedures  that  limit  stays.    One  should  note  here  that  the  decline  in  length 
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of  stay  results  in  more  intense  resource  use  per  day,  which  results  in  higher 
costs  per  day.    A  major  concern  of  policy  makers  is  that  per  case  payment  will 
have  negative  effect  on  the  quality  of  patient  care.    However,  the  New  Jersey 
Medical  Society,  representing  organized  medicine,  has  tried  and  has  as  yet 
been  unable  to  document  any  case  where  premature  discharge  accounted  for 
complications  or  death  in  New  Jersey.     Physicians  are  aware  that  such  abuse 
could  occur  but  appear  to  have  assumed  the  responsibility  of  resisting 
pressures  to  discharge  against  their  judgement. 

4.2.3    Control  Labor  Costs 

The  greatest  share  of  a  hospital's  budget  goes  to  cover  labor  costs. 
While  administrators  have  all  confronted  the  issue  of  controlling  these  costs, 
their  responses  have  been  quite  different.    One  hospital  attempts  to  hold  down 
costs  by  creating  a  step-down  unit  for  patients  requiring  less  intensive 
nursing  care.     Others  have  contracted  with  outside  consultants  to  study  active 
departments  in  order  to  make  staffing  recommendations  that  will  control 
costs.    A  hospital  reported  that  in  spite  of  the  decline  in  patient  days  and 
length  of  stay,  nursing  costs  have  not  declined.     This  supports  the  view  of 
many  administrators  and  physicians,  that  case  mix  is  more  severe  now  than  it 
was  before  DRGs.    A  suburban  non-teaching  hospital  relies  heavily  on  part-time 
nursing  staff  although  this  practice  is  as  much  a  way  of  dealing  with  nursing 
shortages  as  it  is  a  result  of  DRGs. 

When  one  hospital  experienced  a  windfall  "profit"  in  the  first  year  of 
DRGs,  many  of  these  dollars  went  to  improve  nursing  salaries  to  encourage 
staff  to  stay.     Several  physicians  alluded  to  a  "sicker  casemix",  combined 
with  reduced  nursing  staffing  levels  as  indicative  of  lower  quality  care  under 
DRGs.    On  the  other  hand,  a  hospital  administrator  pointed  to  higher  levels  of 
nurse  staffing  without  cost  increases  as  a  result  of  "more  efficient" 
management.    Only  one  hospital    reported  laying  off  personnel  after 
experiencing  a  major  shortfall  in  revenue.     Even  this  may  have  had  some 
benefit  since  "It  did  grab  the  attention  of  the  physicians".     At  the  point 
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people  were  let  go,  it  was  finally  apparent  that  their  (physicians' )  modes  of 
practice  would  have  to  change.     Several  physicians  at  this  hospital  referred 
to  this  as  their  awakening  to  the  fiscal  realities  of  DRGs.    We  heard  second 
hand  that  some  hospitals  have  closed  individual  units  where  the  rates  were 
inadequate  and  then  absorbed  displaced  staff  in  other  departments. 

4.2.4    Control  Supply  and  Equipment  Costs 

Administrators  have  also  been  aware  of  the  costliness  of  the  supplies 
purchased  by  the  hospital.    This  awareness  is  heightened  by  the  fixed  DRG 
payment  although  DRG  specific  data  allows  identification  of  areas  where  cost 
savings  are  possible.    Physicians  are  just  now  understanding  the  financial 
implications  to  the  hospital  of  the  technological  changes  in  medical 
practice.    New  Jersey  hospitals  have  adopted  a  broad  range  of  strategies  to 
increase  the  awareness  of  the  cost  of  supplies  and  equipment  among  hospital 
employees.    At  a  very  simple  level,  one  hospital  has  a  prominent  display  of 
common  supplies  like  syringes,  and  surgical  gloves  along  with  their  unit  cost 
and  the  hospital's  annual  outlay  for  these  items.    The  objective  is  to  make 
every  employee  cost  conscious  and  enlist  support  in  the  elimination  of 
wasteful  practices.    Another  hospital  has  a  newsletter  that  includes 
information  about  the  cost  of  supplies.    A  general  surgeon  in  a  community 
hospital  spoke  for  many  when  he  observed  "of  course,  there's  a  lot  of  waste 
here".    However,  for  the  most  part  physicians  took  no  responsibility  for  this 
waste.    The  average  member  of  the  medical  staff  sees  this  as  the  hospital's 
problem. 

Hospital  administration  offered  four  management  strategies  to  control 
supply  costs: 

•  Encourage  joint  purchasing  agreements  with  other  hospitals; 

•  Identify  and  correct  areas  of  waste  or  misuse  of  supplies; 

•  Substitute  less  expensive  vendors; 

•  Initiate  aggreements  among  physicians  to  limit  the  type  of 
and/or  vendors  for  certain  devices  including  lenses, 
pacemakers,  and  orthopedic  devices. 
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While  they  are  not  necessarily  aware  of  any  joint  purchasing  agreement  for 
laundry  services  and  may  be  quite  accepting  of  suggestions  about  wasted 
supplies,  limitations  on  their  choices  or  what  they  might  see  as  cheapness 
raised  physicians'  ire.    Where  the  choice  of  a  less  expensive  vendor  generated 
complaints  about  quality,  hospitals  simply  changed  vendors.  However, 
sometimes  these  changes  created  unpredicted  problems  unrelated  to  quality. 
When  one  hospital  changed  the  supplier  of  x-ray  film,  radiologists  objected 
strenuously.    They  were  accustomed  to  interpreting  the  old  brand  of  film  and 
their  interpretation  was  not  as  straightforward  using  the  new  product. 
Physicians  highly  critical  of  the  need  to  substitute  initially  were  eventually 
convinced  that  cheaper  did  not  necessarily  have  to  mean  inferior.  The 
facilities  that  included  the  physicians  in  these  choices  were  far  more 
successful  in  obtaining  concensus  on  purchasing  decisions. 

One  hospital  has  initated  a  Resource  Consumption  Committee  to  act  as  a 
vehicle  for  identifying  areas  where  changes  can  be  made  to  save  money. 
Pharmacy  costs  were  creating  big  losses  for  another  hospital.     In  response, 
they  created  a  data  system  that  includes  the  comparative  treatment  costs  per 
day  for  a  range  of  suitable  drugs  on  the  sensitivity  results  generated  by  the 
lab.     Physicians  reportedly  use  this  information  to  make  the  choice  of  drugs. 

The  New  Jersey  Medical  society  argued  that  patient  need  should  determine 
the  use  of  resources,  and  that  sub-optimal  treatment  may  result  if  less 
appropriate  supplies  are  used  in  an  effort  to  control  costs.     However,  little 
evidence  was  presented  that  patients  were  receiving  inferior  care  because  of 
cheap  supplies  or  lack  of  funds  for  equipment  replacement.     One  Chief  of 
Medicine  however  did  note  that  because  of  equipment  failure,  a  patient  had  to 
be  referred  to  another  hospital  for  an  arteriogram.     Prior  to  DRGs,  he 
believes  the  equipment  would  have  long  since  been  replaced  and  the  breakdown 
would  not  have  occurred. 

Several  physicians  and  administrators  however,  did  talk  about  DRGs 
potential  effects  on  quality  of  care  because  the  hospital  may  not  adopt  new 
technologies  as  they  are  made  available.    This  is  not  supported  by  past 
experience.    Although  the  DRG  rates  were  not  sufficient  many  hospitals 
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absorbed  the  cost  of  a  lens  implant  although  it  was  not  included  in  the  first 
base  year  rate.     "This  hospital  loses  $300  on  every  lens  procedure  we  do."  was 
heard  in  several  hospitals  and  from  administration  and  physicians  alike. 

4.2.5      Improve  the  Quality  of  the  Medical  Record 

A  question  frequently  posed  is  the  potential  for  "gaming"  of  DRGs  by 
upscaling  diagnoses  reported  on  the  hospital  record  to  support  a  higher  DRG  > 
payment.    The  general  concensus  was  that  a  one-time  upgrading  of  case  mix  // 
occurred  when  DRGs  were  first  put  into  place.  // 

The  upgrading  occurred  across  the  board,  showing  significant  shift /€</  DRGs 
with  complications.    This  results  from  including  a  secondary  diagnosis  where 
none  was  noted  before  DRGs.    One  data  manager  observed  "that  uncomplicated 
cesarian-sections  disappeared  completely"  in  the  first  year  of  DRG  payment. 
Standard  practice  in  many  hospitals  is  for  medical  records  personnel  to  review 
records  for  completeness  before  DRG  assignment.     If  the  reviewer  finds  a 
secondary  diagnosis  which  can  effect  reimbursement  mentioned  in  the  history 
but  not  reported  on  the  discharge  abstract,  the  physician  will  be  asked  to  add 
that  to  the  face  sheet.    That  this  practice  will  result  in  better  quality  data 
is  not  contested  but  whether  it  constitutes  "gaming"  is  unclear. 

The  Department  of  Health  regulations  define  secondary  diagnosis  as 
■conditions  that  exist  at  the  time  of  admission  or  develop  subsequently  which 
affect  the  treatment  received  and/or  length  of  stay."    Thus  diagnoses  which 
have  no  bearing  on  the  treatment  received  during  the  admission  are  not 
appropriate  for  use  in  DRG  assignment.    The  obvious  difficulty  is  in 
determining  whether  a  condition  affected  treatment.    Hospitals  appear  to  adopt 
the  position  that  all  such  conditions  are  factored  into  the  treatment  plan, 
and  thus  should  be  included  in  reimbursement.    Physicians  are  usually  willing 
to  cooperate  with  this  practice  since  it  does  not  cost  them  anything  and  they 
are  aware  that  the  hospital  is  in  a  financial  bind. 

How  do  hospitals  enlist  the  support  of  the  medical  staff?    One  hospital 
went  to  the  extreme  of  "mock  suits"  of  physicians  to  emphasize  inadequacy  of 
documentations  within  the  medical  record  and  the  resultant  medical-legal 


implications  of  the  problems.     Other  hospitals  have  pursued  physician 
education  through  distributing  newsletters,  holding  medical  staff  meetings, 
and  one-on-one  sessions  with  some  physicians.    One  community  hospital  has 
adopted,  with  some  success,  the  practice  of  informing  the  medical  staff  in 
bulletins  and  in  medical  staff  meetings  about  the  nuances  of  DRG  coding.  "How 
they  (the  medical  staff)  phrase  the  diagnosis  means  money  to  the  hospital." 

While  aware  of  the  DRG  system,  itself,  physicians  were  not  always 
interested  in  helping  the  hospital  in  a  more  active  way.     In  one  very 
successful  hospital  several  cardiologists  reportedly  refer  to  a  "crib  sheet" 
with  DRG  rates  in  cases  where  an  alternative  ordering  of  diagnoses  could  be 
justified.    For  the  most  part  however,  physicians  are  unaware  of  how  many  DRGs 
exist,  the  DRGs  that  they  are  treating,  or  the  hospital's  rate  for  an 
admission  to  any  DRG.    Even  in  the  most  sophisticated  hospitals  where 
physicians  are  made  aware  of  their  own  practice  patterns  and  feel  pressures  to 
discharge  early  or  limit  resource  use,  the  medical  staff  has  a  very  narrow 
view  of  their  influence  on  the  hospital's  financial  well-being. 

Concurrent  review  of  records  (while  the  patient  remains  in  the  hospital) 
was  done  on  an  experimental  basis  in  several  hospitals  in  order  to  assign  a 
DRG  prior  to  discharge.    The  intent  was  to  monitor  resource  use  to  avoid 
■losing"  cases.    The  practice  was  soon  abandoned  as  too  time  consuming 
relative  to  any  benefits  that  might  have  been  realized. 

4.2.6      Control  Ancillary  Utilization 

Laboratory  and  radiology  were  highlighted  in  most  hospitals  as  areas  where 
it  is  necessary  and  possible  to  modify  both  hospital  and  physician  behavior  to 
save  money.    With  the  ability  to  generate  DRG  specific  data  by  cost  center, 
came  an  understanding  of  the  importance  of  these  two  cost  centers  to  the 
overall  profitability  of  DRGs.    One  of  the  most  obvious  changes  has  been  the 
elimination  of  a  "shopping  list  of  tests"  ordered.     Physicians*  are  now 
obliged  to  specify  the  test(s)  desired  rather  than  checking  off  all  those 
included  in  a  series.    The  number  of  tests  ordered  has  dropped  dramatically  in 
several  hospitals  although  laboratory  costs  have  declined  more  modestly. 
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A  radiologist  when  asked  about  activity  in  that  department  stated  "Yes,  we 
could  do  fewer  x-rays".     In  fact,  although  an  attending  often  orders 
inappropriately,  there  is  no  real  way  to  suggest  alternative  approaches. 
There  is  not  sufficient  time  for  the  radiologist  to  act  as  a  consultant  on 
every  case.     He  observed  that  although  he  sees  waste  and  duplication,  the  DRG 
Committee  has  never  asked  him  to  comment  on  the  appropriateness  of  procedures 
being  ordered. 

One  radiologist  indicated  that  he  would  now  do  only  one  CT  while 
previously  he  would  have  done  two  or  more.    Another  cited  as  an  example  of  a 
successful  modification  of  behavior,  the  routine  ordering  of  two  CAT  scans 
identified  by  a  DRG  profiles.    The  need  for  a  second  CAT  scan  was  eliminated 
once  admitting  physicians  were  told  to  specify  a  higher  degree  of  resolution 
initially.    DRGs  may  provide  the  incentive  to  rethink  the  accepted  ways  of 
practicing  medicine.     One  physician  in  describing  how  wasteful  practices 
become  ingrained  described  a  "layering"  of  technology.     Physicians  may 
commonly  adopt  new  diagnostic  procedures  to  be  used  in  conjunction  with, 
rather  than  instead  of  the  alternatives.    For  example,  initially  the  accepted 
practice  for  imaging  the  kidney  was  an  Intra-venous  Pylogram  (IVP).  Later 
additional  radiologic  studies  including  CT  scan  were  adopted.     Commonly,  a 
patient  may  receive  all  of  these.     Soon  NMR  will  be  commonly  used  in 
diagnosis. 

A  common  complaint  heard  from  admitting  physicians  was  that  their  DRG 
profile  also  reflected  services  ordered  by  consultants.     However,  no  physician 
suggested  that  the  admitting  physician  try  to  influence  the  amount  of 
resources  used  by  consultants  on  a  case;     they  just  want  to  be  judged  on  their 
performance  alone.    This  point  is  equally  applicable  to  the  services  provided 
in  teaching  hospitals  by  interns  and  residents.    The  control  of  ancillaries 
may  be  one  of  the  most  obvious  areas  where  hospitals  can  direct  modifications 
in  physician  behavior.    Where  the  testing  behaviors  have  remained  unchanged  is 
primarily  in  hospitals  that  do  not  generate  DRG  specific  physician  profiles. 
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4.3  Summary 


It  would  not  be  rational  for  a  manager  to  expect  each  product  line  to  be 
profitable,  likewise  for  DRGs.    What  is  important  is  the  overall  performance 
of  the  hospital,  that  is,  that  the  hospital  prospers.     Hospitals  make  a  profit 
on  surgical  cases  and  deliveries,  but  can  these  profitable  cases  compensate 
for  huge  losses?    The  following  factors  contribute  to  the  risk  of 
unprof itability  of  a  DRG: 

1.  Inappropriate  medical  practice  including  excessive  use  of 
ancillaries  and  extended  length  of  stay. 

2.  Poor  communication  among  physicians  (including  house  staff) 
involved  in  a  case  so  that  tests  and  diagnostic  procedures 
are  repeated. 

3.  Mechanical  failure  because  acquisition  of  new  equipment  has 
slowed  under  the  new  regime.    Departments  must  compete  for 
scarce  equipment  dollars,  hence  breakdowns  occur  more 
frequently. 

4.  Intensity  of  services  needed  and  severity  of  illness  is  not 
accounted  for  by  DRGs.    Average  case  mix  is  also  reportedly 
more  severe  under  the  DPG  system,  patients  are  not  kept  in 
the  hospital  for  the  convalescent,  less  intensive  periods  as 
was  previously  done. 

5.  Difficulties  in  finding  alternative  placement  for  patients 
inevitably  contribute  to  longer  stays. 

6.  Lack  of  ability  to  incorporate  new  procedure  or  technology 
costs  in  the  rates  until  rebasing  of  all  DRGs.    For  example, 
the  cost  of  a  lens  implant  was  not  included  in  the  old  rates 
because  the  practice  was  not  adopted  until  after  the  base 
year.    Hospitals  effectively  lost  $300  on  every  lens 
procedure  done  until  the  new  rates  were  adopted  that 
included  the  cost  of  the  lens. 

There  has  been  a  consistent  movement  towards  controlling  costs  where 
possible.    However,  hospitals  can  not  do  it  alone.     It  is  clear  that  the  key 
to  controlling  costs  and  making  a  DRG  a  winner  or  minimizing  the  loss 
associated  with  a  DRG  is  enlisting  the  support  of  the  medical  staff. 
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5.0     DRG  REIMBURSEMENT  FOR  PHYSICIAN  SERVICES 


5.1  Overview 

Observers  note  a  growing  consensus  among  policy-makers  that  a  combined 
hospital  and  physician  payment  system  (MDDRGs)  is  a  logical  step  for  Medicare 
PPS.    There  are  strong  arguments  in  support  of  such  an  initiative  from  both  an 
administrative  and  a  policy  perspective. 

How  well  would  physician  payment  fit  into  the  DRG  case  reimbursement 
system?    In  the  context  of  discussions  about  the  effects  of  the  New  Jersey  DRG 
reimbursement  system,  we  also  examined  the  feasibility  of  paying  physicians  in 
a  similar  fashion.    New  Jersey,  as  the  site  of  the  DRG  experiment  offers  a 
unique  opportunity  to  examine  both  the  conceptual  and  operational  issues  of 
MDDRGs  with  those  familiar  with  the  workings  of  inpatient  DRGs. 

Proposing  such  a  radical  departure  from  the  traditional  f ee-f or-service 
system  prompted  strong  reactions  from  many  of  the  people  we  talked  to.  What 
resulted  were  lively  and  informative  discussions.    Many  responses  took  a 
predictable  bent.     Some  physicians  argued  that  MDDRGs  represent  excessive 
government  intervention  in  the  physician-patient  relationship  that  will 
inevitably  detract  from  the  quality  of  medical  care.    Others,  acknowledging 
the  need  to  limit  Medicare  expenditures  offered  suggestions  about  the  design 
of  such  a  system.    A  representative  of  the  New  Jersey  Medical  Society 
expressed  concerns  about  the  potential  for  "creamskimming"  if  physicians  were 
reimbursed  on  a  fixed  fee  per  case  basis.     Physicians  may  not  have  a 
sufficient  number  of  winning  cases  (where  they  make  money)  to  balance  out  the 
losing  cases  (where  they  lose  money).    This  may,  in  their  view  lead  to 
"skimming"  where  only  the  less  complicated  patients  will  be  treated  and  more 
difficult  patients  may  have  difficulty  getting  access  to  care. 

Hospital  administration  often  viewed  MDDRGs  as  an  opportunity  for 
hospitals  to  assume  a  more  active  role  in  controlling  the  behavior  of 
physicians.    Having  faced  regulatory  constraints  for  some  time,  "MDDRGs  would 
give  doctors  a  dose  of  our  (hospital's)  medicine."    Clearly,  from  these 
discussions  there  exists  a  wide  range  of  opinions  concerning  both  the  causes 
and  solutions  to  the  problems  of  Medicare  reimbursement  for  physician 
resources.    What  follows  presents  the  major  conceptual  and  implementation 
issues  surrounding  MDDRGs  as  described  by  New  Jersey  physicians  and  hospital 
administrators. 
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The  discussions  of  MDDRGs  included  the  following  complicated  questions; 

y 

•  Who  should  be  the  Gatekeeper? 

•  Who  should  be  paid? 

•  How  much  should  be  paid? 

•  What  would  the  effects  of  MDDRG  be: 


on  the  hospital  and 
physio-ian  relationship? 
on  the  physician-to- 
physician  relationship? 
the  quality  of  care? 


5.2    The  Physician  as  Gatekeeper 


Perhaps  the  most  critical  issue  to/be  addressed  in  designing  any  MDDRG 
system  is  to  identify  the  Gatekeeper/  the  physician  responsible  for  patient 
care  decisions  and  for  resource  utilization.     For  surgical  DRGs,  it  is  easy  to  a/£~ 
identify  the  surgeon  as  the  case  manager  so  MDDRGs  would  be  "business  as 
usual"  for  surgical  specialists,  this  wasn't  a  major  issue  for  the  surgeons  we 
spoke  to.    However,  for  medical  cases,  the  choice  of  a  case  manager  is  more 
problematic.    A  patient  may  be  admitted  by  the  family  doctor  but  management  of 
the  case  may  fall  to  one  or  two  specialists. 

A  physician  "should  be  able  to  assume  the  role  of  gatekeeper"  according  to 
several  physicians  we  spoke  to.    However,  physicians  did  not  relate  to  the 
idea  that  they  would  "purchase"  the  services  of  other  physicians  for  the 
patient.    Obviously,  physicians  now  make  multiple  choices  for  patients  by 
ordering  tests,  diagnostic  procedures  and  consults  with  other  specialists. 
However,  when  asked  to  react  to  making  these  same  choices  within  an  MDDRG 
system,  the  responses  were  mixed. 

Views  about  the  role  of  decision  maker  were  entangled  with  the  concerns 
about  payment  in  most  discussions  with  members  of  the  medical  staff. 
Physicians  were  concerned  that  the  "gatekeeper"  would  be  directly  responsible  v  rs>>« 
for  paying  other  physicians  involved;     a  role  they  feel  uncomfortable  aboutT"  ^ 
Further,  physicians  reacted  Xrery  strongly  to  a  model  that  would  allow  a  J^^*^ 
■gatekeeper"  to  profit  directly  from  "skimping"  on  the  services  of  other  \j-c^~^A 
physicians.    Physicians  /md  administrators  alike  warned  that  MDDRGs  had  real 


poteptial  for  payingy^pre  for  doing  yess".    There  would  be  a  tendency,  they 


suggest  to?  the  attending  to  do  more,  call  in  fewer  consultants  and  reduce  the 

amount/Or  laboratory  and  radiological  services  in  order  to  retain  more  of  the 

fee,/    One  Chief  of  Staff  predicted  that  "putting  the  consulting  fees  in  the 

hands  of  the  attending  would  eliminate  half  of  the  consults  presently  done." 

What  effect  these  concerns  might  have  on  patient  and  physician  al\ike  are 

discussed  in  more  detail  below.  Sb*"^  \ 

^  \  .  O 

5 . 3    Who  to  Pay?  (j^^ 
5.3.1    Payment  Option  for  MDDRGs 


V 


Under  the  current  f ee-f or-service  scheme,  each  physician  bills  and  is  paid 
separately  for  services.    Several  alternative  approaches  have  been  suggested 
for  MDDRGs. *    We  discussed  the  following  alternatives  in  terms  of  their 
acceptability  and  workability. 


MODEL 


MODEL 


MODEL 


MODEL 


MODEL 


1.  The  hospital  receives  a  lump  sum  to  cover  both 
Part  A  and  Part  B  services  to  be  divided  between 
hospital  and  the  medical  staff; 

2.  The  hospital  receives  two  discrete  amounts: 
one  to  cover  inpatient  hospital  services,  the 
other  to  pay  for  physician  services.  Under 
this  arrangement,  the  hospital  functions  solely 
as  a  payer. 

3.  The  medical  staff  form  a  preferred  provider 
organization  (PPO)  and  be  paid  on  a  capitated 
basis  as  determined  by  the  membprs  nf  thf*  grrup! 


Payee 
Hospital 


Hospital 


Medical  Staff 


4.  Direct  payment  to  the  admitting  physician  who  Admitting 
disperses  payment  among  the  physicians  involved  Physician 

in  the  patients  care.    The  admitting  physician  j^j    {_rv^K-  - 

may  retain  any  unallocated  portion  of  the  lump  <~~^~"\ 

sum  payment.  ^ 

5.  The  individual  physicians  involved  in  a  case  are 
paid  separately  on  a  predetermined  (by  Medicare) 
share  of  the  total  amount.    The  share  for  service 
not  utilized  might  be  retained  by  the  attendi 
physician  o^  returned  to  the  Trust  Fund. 


Individual 
Physician 


*A  more  complete  discussion  of  possible  options  is  presented  in  the  Year  One 
Report  of  this  Grant,  October  1984. 
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MODEL  1.    Combined  Hospital  and  Physician  Payment 


In  discussing  MDDRGs,  the  most  immediate  concern  of  both  administration 
and  physicians  was  the  hospitals  ability  to  control  how  much  physicians  were 
paid.    This  model  would  allow  the  hospital  to  allocate  the  payment  at  its 
discretion.    Hospital  administrators  and  MDs  alike  were  unilaterally  opposed 
to  this  option.     Hospital  administration  objected  ("They  (MDDRGs)  would  create 
havoc")  because  it  would  surely  generate  further  antagonism  between  the 
hospital  and  physician.    Physicians  in  all  hospitals  expressed  concerns  that 
hospitals  in  New  Jersey  may  have  already  begun  to  practice  "administrative" 
medicine,  a  trend  that  would  only  be  exacerbated  by  MDDRGs.    Their  fear  is 
that  the  hospitals'  financial  concerns  may  overshadow  the  physician's 
judgement  concerning  the  needs  of  the  patient.    One  physician  spoke  for  many 
when  he  described  the  f ee-f or-service  system  as  "the  last  bastion  of  physician  ^/ 
independence".     There  would  be  major  resistance  from  physicians  to  any  plan 
that  would  give  the  hospital  administrator  direct  control  of  physician  income 

Likewise  many  hospital  administrators  reject  the  notion  that  the  payment 
be  pooled.    As  one  DRG  co-ordinator  described  the  problem,  "physicians  have 
neither  the  expertise,  the  interest  nor  the  time  to  manage  a  hospital,"  but  js) 
MDDRGs  (under  this  model)  would  make  it  a  necessity. 


MODEL  2.    Two  Discrete  Payments  Paid  to  Hospital 


my  ^  f^jJ 


J 


What  if  the  hospital  were  to  function  strictly  as  a  payer?    This  option 
didn't  trigger  universal  disapproval.     Rather,  physicians  and  administration 
accepted  the  option  as  a  more  politically  palatable  approach.    Often  the 
reasons  were  based  on  the  belief  that  it  was  necessary  that  the  interests  of 
the  hospital  and  physician  be  separate  and  distinct.    The  physician  should 
still  function  first  as  the  patient's  advocate.    As  long  as  there  is  a  healthy 
tension  between  physician  and  hospital,  many  believe  that  the  patient's  well 
being  is  protected.    A  pathologist  (on  salary)  said  he  "shuddered  at  the 
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prospect  if  physician  and  hospital  objectives  were  in  concert."    For  example, 
in  New  Jersey  the  DRG  system  has  put  considerable  pressure  on  hospitals  to 
reduce  length  of  stay.    Hospitals  in  turn  apply  pressure  on  physicians  to 
discharge  patients  earlier.    While  this  practice  may  reduce  hospital 
inefficiencies,  what  if  the  physician  had  an  equal  incentive  to  discharge 
early?    No  one,  of  course,  has  an  answer  but  many  physicians  raised  the  issue 
as  an  inherent  danger  of  an  MDDRG  system. 

MODEL  3.    A  Single  Payment  to  Medical  Staff 

This  option  was  suggested  at  an  early  interview  with  a  medical  specialist 
as  a  way  of  overcoming  the  potential  negative  aspects  of  paying  one  lump  sum 
to  the  admitting  physician.     Instinctively,  physicians  would  respond 
negatively  to  paying  other  physicians  out  of  "their"  check.     In  addition  many 
raised  the  issue  of  liability.    The  threat  of  malpractice  looms  large  in  the 
minds  of  physicians  when  discussing  MDDRG s.    No  physician  wanted  to  be  liable 
for  the  actions  of  another  involved  in  the  case.    Under  this  model  of  paying 
the  staff  as  a  whole,  there  would  be  decisions  made  up  front  by  the  medical 
staff  about  an  allocation  of  the  total  physician  payment.     In  addition, 
malpractice  liability  would  be  spread  over  the  entire  staff,  minimizing  the 


Initiatives  are  currently  underway  that  might  provide  an  appropriate 
mechanism  for  implementing  such  a  joint  hospital-MD  payment  scheme.    The  MESH 
(Medical  Staff  Hospital  organization)  system  designed  by  interstudy  would 
provide  a  model  for  a  joint  venture  between  hospitals  and  the  physicians  on 
its  staff.    The  MESH  creates  a  separate  corporation  equally  owned  by  a 
hospital  and  its  medical  staff  which  is  responsible  for  the  critical  areas 
where  their  interests  overlap  designed  to  provide  for  the  effective  management 
of  financial  and  medical  risks  of  prospective  payment  while  providing 
incentives  for  efficient  care.    Thus,  members  of  the  medical  staff  may  share 
in  savings  generated  as  a  result  of  their  efforts  to  help  a  hospital  contain 
costs. 


risk  to  anyij2dJ_vJid^aJ^hxsa5ijLRA 
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MODEL  4.    Lump  Sum  Payment  to  be  Allocated  by  Admitting  Physician 


The  attending  would  receive  a  lump  sum  payment  for  his  services  and  those 
of  the  other  physicians  involved  in  a  case.    The  admitting  would  be 
responsible  for  involving  these  other  physicians  and  for  determining  their 
payment  ._Thj.s  option  u$s_ vjj^ejd_a^jftpst  thTgajt^i.QgJtg.Jhhe  f ab^ic^jp.f_jnediGa  1 
practice.    The  potential  for  serious  damage  to  the  quality  care  was  emphasized 
by  administrators  and  physicians  alike.    The  reaction  of  the  physicians  to 
this  option  also  emphasizes  the  independent  nature  of  medical  practice.  A 
physician  typically  does  not  want  to  depend  financially  on  others  or  have 
others  depend  on  him/her. 


MODEL  5.    Direct  Payments  to  Physicians 

The  final  model  would  pay  each  physician  involved  in  a  case  a  discrete 
amount  determined  by  Medicare  not  by  the  attending  physician.  This 
alternative  was  thought  to  be  most  palatable  by  the  active  members  of  the 


medical  staff.    This  option  was  thought  to  offer  the  least  amount  of  conflict 


among  physicians  since  "payment  to  a  consultant  is  not  out  of  my  pocket". 


5.4    What  to  Pay? 


Also  physicians  and  administrators  alike  viewed  this  model  as  the  way  to 
guarantee  that  there  would  be  no  skimping  and  that  the  quality  of  patient  car 
would  not  suffer.\  I  ^ 

The  MDDRG  concept  rests  on  the  premise  that  the  physician  has  considerable 
discretion  over  how  many  and  what  services  to  provide.  Medicare  must  know  the 
expected  bundle  of  physician  services  associated  with  a  MDDRG. 

We  heard  from  many  physicians  that  it  would  be  impossible  to  fairly  price 
for  their  services  on  a  per  case  basis  because  each  patient  is  unique.  In 
general,  surgical  specialists  are  more  likely  to  support  the  feasibility  of 
defining  "a  medically\  meaningful  DRG."    Surgeons  found  that  it  would  be 
relatively  easy  to  defvine  the  appropriate  physician  care  for  a  patient 
admitted  for  a  lens  procedure  or  a  cholecystectomy,  while  it  would  be  difficult 


to  determine  'appropriate'  care  for  a  patient  admitted  with  an  acute  MI  with 
complications.     Possible  methods  used  to  allocate  payment  among  physic 
problematic  for  both  surgical  and  medical  specialists.        {^)v^  ir< 
Medical  specialists  were  quick  to  point  out  that  the  flat  fee  would 


discriminate  against  the  better  physicians,  those  who  take  on  the  really  tough 
cases,,     In  addition,  this  system  may  generate  incentives  to  provide  less  care 
than  is  appropriate  if  a  physician  can  profit  personally  by  doing  so. 

We  received  no  feedback  from  physicians  concerning  the  other  parameters 
that  govern  reimbursement  rates  for  Medicare.    Surprisingly  nearly  all 
physicians  whether  salaried  or  not  showed  little  understanding  of  the  method 
presently  used  by  Medicare  to  determine  Part  B  payment  which  uses  both 


geographic  region  and  specialty.     Physicians  were  aware  that  payment  by 
Medicare  is  not  the  same  as  the  charges  but  they  did  not  show  any  familiarity 
with  the  usual,  reasonable,  customary  basis  for  reimbursement. 


5.5    Possible  Effects  of  Physician  DRGs 

We  have  already  presented  the  perception  of  New  Jersey  hospital 
administration  and  physicians  concerning  the  effects  of  the  hospital  DRG 
system  on  three  critical  dimensions: 

•  The  relationship  of  the  physician  to  the  hospital; 

•  The  relationships  among  physicians; 

•  The  effect  of  the  DRG  system  on  quality  of  care  (Has  the 
relationship  between  health  care  providers  and  the  patient 
been  changed?) 

They  are  also  important  in  terms  of  the  design  and  implementation  of  any 
prospective  MDDRG  system.    Many  of  the  general  themes  raised  in  our  interviews 
relate  either  directly  or  indirectly  to  the  implementation  issues  discussed 
above. 
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5.5.1    The  Physician  Hospital  Relationship 

It  was  the  unaminous  view  that  the  implementation  of  a  flat-fee  to 
physicians  for  inpatient  care  will  have  significant  effects  on  the 
relationship  with  the  hospital.    Reactions  of  their  medical  staff  in  hospitals 
where  the  hospital-physician  relationship  is  already  rocky  were  more 
pessimistic  concerning  the  workability  of  MDDRGs.     Those  admitting  to 
facilities  where  physician  cooperation  has  been  successfully  enlisted  were 
considerably  more  positive  about  MDDRGs.    We  note  that  the  attitude  concerning 
hospital  DRGs  varies  according  to  the  approach  used  by  the  hospital  to  define 
the  new  institutional  goals  and  the  physicians  role  in  achieving  them.  Where 
the  transition  to  hospital  DRGs  was  smooth,  achieved  with  limited  antagonism, 
the  medical  staff  appeared  more  willing  to  accept  MDDRGs. 

The  opinions  of  CEOs  we  interviewed  were  somewhat  more  positive  about  the 
potential  of  MDDRGs  to  promote  high  quality,  cost  effective  care.     "MDDRGs  may 
be  the  only  way  to  save  money".    MDDRGs  were  often  viewed  by  hospital 
administration  as  a  means  of  controlling  the  medical  staff,  particularly  in 
hospitals  which  had  already  some  success  in  enlisting  staff  cooperation. 

A  CFO  in  a  suburban  hospital  suggested  these  areas  where  MDDRGs  would 
address  joint  hospital  and  physician  interests: 

•  With  a  joint  hospital  physician  DRG  system  it  would  be  in 
the  physician's  interest  to  be  more  conservative  in  use  of 
hospital  resources  particularly  for  "loser"  DRGs. 

•  Physicians  could  no  longer  afford  to  be  blindly  brand 

loyal.  The  hospital  may  be  able  to  contract  with  one  or  two  * 
vendors  for  pacemakers,  lenses  or  other  prosthetic  devices.  ^  N. 


A  salaried  Medical  Director  of  a  large  teaching  hospital  suggested  that 
MDDRGs  might  provide  stimulus  for  cost-consciousness  among  the  medical  staff. 
"MDDRGs  offer  a  more  acceptable  option  than  the  establishment  of  a  full-time 


The  practice  of  "defensive  medicine"  would  be  moderated. 
MDDRGs  would  offer  an  incentive  to  the  physician  to  limit 
the  use  of  consultants  who  have  major  responsibilities  for 
the  high  utilization  of  hospital  services. 
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salaried  staff  in  the  hospital."    The  more  conservative  physicians  saw  MDDRGs 
as  excessive  government  control  and  predicted  that  the  introduction  of  such  a 
system  that  would  give  control  of  the  medical  staff  to  the  hospital  would  lead 
to  widespread  defection  from  the  Medicare  Program.    This  view  is  consistent 
with  the  conservative  philosophy  of  many  of  the  physicians  we  interviewed. 
New  Jersey  was  described  as  the  last  bastion  of    "Mom,  apple-pie  and  the 
Chevrolet  of  private  practice"  as  evidenced  by  the  fact  that  Health 
Maintenance  Organizations  (HMOs)  and  Preferred  Provider  Plans  (PPOs)  have  not 
been  widely  accepted  here. 

The  extreme  view  of  some  members  of  hospital  administration  of  the 
potential  threat  of  MDDRGs  to  the  hospital  were  best  described  by  a  DRG 
Coordinator  who  was  concerned  about  physician  interference  in  the  management 
of  the  hospital.     "Physicians  would  want  a  role  in  management  of  the 
hospital.    Physicians  would  demand  control  because  institutional 
inefficiencies  might  effect  their  income." 


5.5.2      MDDRGs  and  the  Relationships  Among  Physicians 


The  overwhelming  majority  of  physicians  and  administrators  anticipate 
major  changes  in  the  relationship  among  physician  specialities  under  an  MDDRG 
system.     "Internists  would  love  it  and  surgeons  would  hate  itl"    In  fact,  it 
was  pointed  out  several  times  that  MDDRGs  would  be  a  back  door  means  to 
restructure  relative  values  so  that  reimbursement  for  medical  specialties 
would  be  brought  more  in  line  with  that  for  surgeons.    There  was  also 
speculation  that  MDDRGs  might  spark  competition  amopg  specialties  to  control 
the  allocation  of  a  lump  sum  payment.    Possibly  h^spitalswould  compete  for^^yQ  | 
the  most  efficient  physicians  i.e.,  those  who  do/not  generate  huge  losses  for 
the  hospital. 

Physicians  would  havxe  significant  incentives  to  admit  patients  who  present 
a  potentic 

that  srieciaAists  may  compete  for  less  complicated  cases  now  treated 

/  / 

Others  suggested  tha/c  severely  ill  patients  may  be 

— I 

? 
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denied  access  to  needed  services  if  they  present  too  high  a/risk  of  financial 
loss  to  the  physician.^ 

Putting  one  physician  in  charge  of  most,  or  all  of  A  patient's  care  would 
change  the  way  that  physicians  relate  to  one  another/   Relationships  among 
physician  specialties  are  complicated  as  it  is.     There  appears  to  be  a  series 
of  gentlemen's  agreements  that  facilitate  the  way  that  the  system  works. 
Efficiency  appears  not  to  be  a  significant  factor.     At  one  hospital,  staff 
f _ b  asked  to  choose  between  a  long  established  radiology  group  and  a  new 
mpetitor,  most  physicians  were  unwilling  to  express  a  preference.  There 
will  be  considerable  pressure  on  the  case  manager  to  utilize  other  physician 
services  prudently.     Thus  the  balance  among  specialties  would  change 
dramatically./ Consults  might  be  less  frequent,  and  "the  choice  might  be  the 
physician  who  is  least  costly  overall  rather  than  the  best  physician."  The 
existing network  would  break  down  once  the  employment  of  other  physicians 
affects  the  case  manager's  income.    The  above  issues  also  relate  directly  to 
he  third  area  of  interest,  effects  on  quality  of  care. 

5.5.3      MDDRGs  and  Quality  of  Care 

The  potential  effects  on  quality  of  care  is  the  most  important  and  most 
elusive  aspect  of  the  MDDRG  system.     A  common  theme  raised  by  all  physicians 
was  that  MDDRGs  may  have  serious  implications  for  the  quality  of  care 
provided.    The  New  Jersey  Medical  Society  (NJMS)  is  opposed  to  their 
implementation  citing  the  following:     1)  DRGs  are  designed  to  reflect  hospital 
resource  use  and  are  thus  too  gross  to  capture  the  differences  in  physician 
services,  2)  physicians  will  skimp  on  needed  services  and/or  will  deny  care  to 
very  ill  patients.    Physicians  and  administrators  alike  fear  any  change  that 
would  interfere  with  the  patient  -  pnysician  relationship.    Everyone  we  spoke 
to  agreed  that  physicians  desire  to  practice  quality  medicine.    Is  it  possible 
for  a  physician  to  act  as  a  "pure  agent"  for  the  patient  when  income  is 
dependent  on  the  amount  of  services  provided?    Probably  not.  ,  Under  the 


Probably  not.  .  Under  tne     ,    jl  q 
present  1  system,  there  are  few  incentives  to  skimp  on  services  since  insurance-^a, 

\  /     \  Cw-W* 

protects-  the  patient  from  total  responsibility  for  payment.     Thus  acting  forv.  e'^c^c 


\ 


,0s 


the  patient  may  result  in  excessive  utilization  of  resources.  Physicians 
expressed  no  concern  about  overutilization  of  services  as  harming  quality  of 
care.    However,  they  believe  that  implementing  a  system  with  clear  incentives 
to  do  less  can  lead  to  major  abuses  and  greater  distortion  of  the  agent  role. 

Members  of  the  medical  staff  expressed  concern  that  a  physician  would  do 
procedures  for  which  they  are  less  qualified  rather  than  hire  a  consultant. 
Many  raise  the  question  "Who  will  tell  the  general  practitioners  when  he/she 
is  practicing  at  the  margin  of  his/her  skill?"    At  the  core  of  the  quality 
argument  for  nearly  all  physicians  is  whether  the  existing  467  DRGs  can  be 
used  as  a  basis  for  physician  reimbursement  if  they  are  not  medically 
meaningful.    If  the  payment  is  based  on  a  system  that  doesn't  reflect  real 
medical  resource  use,  then  perverse  results  are  to  be  expected. 

Questions  of  liability  under  any  model  of  physician  DRG  payment  are  also 
paramount  in  the  minds  of  many  physicians  due  to  the  threat  of  malpractice.  i^N^JJj 
The  argument  is  made  that  the  "excessive"  utilization  of  consultants  and  otherlr^ 
testing  presently  observed  is  made  necessary  to  protect  the  physician  in  a 
malpractice  case.    An  MDDRG  system  is  impractical  unless  the  admitting 


tne  dujiu.ctj.ny 
:r  physicians  involved 


physician  has  some  protection  for  the  actions  of  the  othe 

in  a  case.  This  argues  strongly  for  the  staff  model  where  both  the  risks  and 
the  benefits  would.be  shared  by  all, members  of  the  medical  staff. 


5.6  Cone 


The  most  acceptable  option  may  be  that  which  pays  the  medical  staff  as  an  Q, 
entity  (Model  3)  in  order  to  address  the  above  concerns.    While  it  is  still 
unclear  as  to  the  way  the  medical  staff  might  divide  the  payments  for  all 
cases,  it  is  a  manageable  task.    The  allocation  across  specialties  would  vary 
from  hospital  to  hospital  but/the  division  may  act  to  encourage  some 
improvements  in  efficiency.  /  These  improvements  would  likely  be  tied  to  the 
ability  of  the  medical  staff  to  manage  and  to  coordinate  patient  care. 

r 
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6.0     WHAT  CAN  PPS  LEARN  FROM  NEW  JERSEY? 


6 . 1  Introduction 

The  case  study  to  evaluate  the  effects  of  DRGs  on  the  behavior  of 
hospitals  and  their  medical  staffs  in  New  Jersey  can  be  an  important  source  of 
insight  about  the  possible  effects  of  PPS.    Although  we  note  that  there  are 
significant  differences  in  the  design  and  implementation  of  the  two  systems, 
there  are  some  areas  where  changes  in  hospital  behavior  and  the  resultant 
feedback  on  the  medical  staff  in  New  Jersey  may  be  repeated  nationwide  as 
hospitals  respond  to  PPS. 

The  physician  is  acknowledged  as  a  key  player  with  significant  power  over 
the  hospital's  ability  to  manage  under  a  per  case  reimbursement  system. 

•  The  hospital  has  the  ability  to  enlist  the  support  of  its 
medical  staff  or  to  alienate  them. 

•  The  approach  taken  by  the  hospital  to  manage  its  resources 
may  have  direct  and  indirect  effects  on  the  way  that 
physicians  practice. 

6.2  Questions  for  Future  Research 

The  above  discussions  of  the  feedback  of  hospital  behavior  to  the  practice 
of  physicians  suggests  the  following  issues  with  implications  for  PPS. 

•  Will  there  be  an  increase  in  marginal  admissions,  i.e., 
cases  that  would  have  been  previously  treated  on  an 
outpatient  basis? 

•  Will  readmissions  for  related  problems  be  encouraged? 

•  Will  one  admission  be  fractured  into  two  or  more  to  maximize 
payment? 

•  Will  the  pressures  to  limit  stays  have  negative  effects  on 
the  quality  of  patient  care? 

•  What  kinds  of  out-of-hospital  care  may  be  encouraged?  Does 
the  substitution  of  outpatient  for  inpatient  services 
necessarily  save  money?    Will  physicians  be  encouraged  to  do 
more  procedures  in  their  offices?    What  are  the  financial 
implications  on  hospitals  of  the  loss  in  volume  of  services? 
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Will  physicians  with  more  intensive  practice  styles  be 
singled  out  for  behavior  modification? 

Will  physicians  who  treat  more  seriously  ill  patients  be 
pressured  to  treat  patients  elsewhere? 
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APPENDIX 


Case  Study  Physician  DRGs 


In  1985,  Congress  will  consider  a  proposal  to  incorporate  prospective 
payment  for  physician  services  within  the  newly  implemented  Medicare 
Prospective  Payment  System  (PPS).    Because  New  Jersey  providers  are  the  only 
hospitals  with  significant  experience  with  DRGs,  we  are  interested  in  learning 
about  your  reactions  to  hospital  DRGs  including  both  the  advantages  and 
shortcomings  of  the  system.    We  also  want  to  discuss  your  opinions  about  the 
feasibility  of  physician  DRGs  including  the  possible  effects  of  such  a  system 
on  the  operation  of  your  facility. 

Administrator  Protocol 

1.  It  has  been  noted  that  administrators  and  physicians  are  both  intrigued 
and  frustrated  by  the  management  information  system  that  has  been  produced 
by  the  DRG  system.     It  is  now  possible  to  compare  a  hospital  to  state 
norms,  to  itself  historically  and  to  other  hospitals  by  service,  DRG,  and 
cost  center.     Has  knowledge  about  which  DRGs  are  winners  and  which  ones 
are  losers  had  an  effect  on  the  behavior  of  physicians  and/or  the  hospital? 

2.  How  well  do  you  think  the  DRG  system  deals  with  each  of  the  following 
difficulties  associated  with  traditional  rate-setting  systems: 

1)  controlling  for  casemix 

2)  reimbursing  for  free  care  and  bad  debt 

3)  providing  revenue  for  hospitals  in  financial  trouble 

4)  affecting  behavior  of  physicians  as  creators  of  costs 

5)  offering  of  incentives  to  reduce  costs. 

3.  Has  the  hospital  opened,  closed  or  expanded  its  staff  of  admitting 
physicians  since  the  implementation  of  DRGs?    Has  there  been  a  change  in 
the  mix  of  medical  vs.  surgical  specialists  affiliated  with  your  facility? 
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4.  Do  you  think  that  physicians  have  responded  to  DRGs  by  acquiring  admitting 
privileges  at  other  facilities? 

5.  Has  the  average  waiting  time  for  an  elective  admission  by  service  changed 
since  the  implementation  of  DRGs? 

6.  One  of  the  major  criticisms  of  the  DRG  system  is  that  it  will  encourage 
multiple  admissions.    Do  you  agree  with  this  criticism?    Why  or  why  not? 
What  has  been  the  experience  of  your  facility? 

7.  Has  there  been  any  change  in  the  mix  of  patients  treated  at  your 
facility?     (i.e.,  Are  you  treating  more  severe  cases?)     Has  there  been  any 
change  in  the  payor  mix  since  the  implementation  of  DRGs? 

8.  What  have  been  the  effects  of  the  DRG  system  on  the  financial  stability  on 
your  facility? 

9.  What  kind  of  feedback  do  you  provide  to  physicians  about  their  practice? 


10.  Has  there  been  a  change  in  the  way  that  you  interact  with  staff 
physicians?    Are  physicians  more  involved  in  the  management  of  the 
hospital? 

11.  How  have  your  relationships  with  neighboring  institutions  been  affected  by 
DRGs?     (i.e.,  Have  you  instituted  shared  services?    Do  you  think  you 
compete  with  them  for  either  patients  and  physicians  in  a  different  way? 

12.  Has  there  been  any  change  in  your  market  share? 

13.  What,  if  any,  changes  have  been  made  that  may  affect  quality  of  care? 
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Chief  Financial  Of f icer/DRG-Coordinator  Protocol 


1.  What  kind  of  information  systems  have  been  developed  since  implementation 
of  DRGs? 

2.  How  are  these  data  presented  to  physicians?    What  has  been  the  response  of 
physicians  to  these  data? 

3.  What  responses  has  the  hospital  made  to  the  feedback  on  the  DRGs 
identified  as  winners  and  those  that  are  losers? 

4.  Have  physicians  made  changes  in  the  management  of  certain  types  of  cases 
at  the  request  of  hospital  management?    If  yes,  what  is  an  example  of  such 
a  change? 

5.  How  do  you  think  the  relationship  between  the  hospital  and  physicians  has 
changed  since  the  implementation  of  DRGs?    How  has  it  affected: 

o        hospital  efficiency 

o       relationships  among  physicians 

o       quality  of  care,  access  to  care 

6.  What  is  the  single  most  important  effect  of  DRGs  on  the  financial 
operations  of  your  facility? 

7.  Have  there  been  any  initiatives  to  encourage  contracting  for  services? 
(i.e.,  pre-admission  testing?) 

8.  Have  there  been  effects  on  staffing  levels  (If  so,  of  what  kind  of 
personnel?)     Have  there  been  substitutions  made  among  staff?    Have  you 
substituted  capital  for  labor? 

9.  How  would  you  design  a  cost  accounting  system  that  would  incorporate  your 
knowledge  of  the  hospital  DRG  system  with  the  needs  one  that  also 
reimburses  physicians. 
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Physician  Protocol 


1.  It  has  been  noted  that  the  information  systems  produced  by  DRGs  makes  it 
possible  to  compare  a  physician's  performance  on  similar  cases  over  time 
as  well  as  to  compare  the  performance  among  physicians.     Has  the  feedback 
you  have  received  changed  the  way  you  treat  patients?    If  so  how? 

2.  How  well  do  you  think  the  DRG  system  deals  with  each  of  the  following 
difficulties  associated  with  traditional  rate-setting  systems: 

1)  Controlling  for  case  mix 

2)  Reimbursing  for  free  care  and  bad  debt 

3)  Providing  revenue  for  hospitals  in  financial  trouble 

4)  Affecting  behavior  of  physicians  as  creators  of  cost 

5)  Offering  of  incentives  to  reduce  costs 

3.  Have  there  been  changes  in  the  number  or  specialty  mix  of  physicians 
admitting  to  your  hospital  since  the  implementation  of  DRGs? 

4.  Have  you  acquired  admitting  privileges  in  any  other  facility  since  the 
implementation  of  DRGs?    Were  DRGs  a  factor  in  this  decision? 

5.  In  your  experience  has  the  average  waiting  time  for  an  elective  admission 
changed  since  the  implementation  of  DRGs? 

6.  How  have  DRGs  changed  the  way  you  treat  patients? 

ie.    Do  you  tend  to  do  pre-admission  testing  before  admission? 

Do  you  admit  patients  now  that  you  might  have  treated  on  an 
outpatient  basis? 

Do  you  discharge  patients  earlier  than  you  would  have  under  the 
previous  system?    Use  of  lab  tests  x-rays,  etc.?    Multiple  admissions 

7.  Do  you  think  that  your  relationship  with  hospital  administration  has 
changed  since  the  implementation  of  DRGs? 


8.    Physician  Specialty 

How  many  years  in  practice? 

How  many  years  at  this  hospital? 


Rate  Setting  Protocol 


1.  How  do  you  think  the  history  of  rate  setting  in  New  Jersey  has  influenced 
the  design,  implementation  and  effectiveness  of  DRGs? 

2.  What  has  been  the  effect  of  recalibrating  the  DRG  rates? 

3.  What  were  the  objectives  of  the  system?    How  well  have  they  been  achieved? 

4.  Members  of  the  medical  community  have  criticized  the  system  because  of  the 
number  of  cases  deemed  outliers.    What  is  your  response  to  this  criticism? 

5.  In  your  opinion,  what  lessons  from  the  New  Jersey  experience  are  most 
applicable  to  the  Medicare  PPS  system? 

6.  What  characteristics  determine  whether  a  hospital  is  a  winner  or  a  loser 
under  the  DRG  system? 

7.  What,  if  any,  effect  has  payment  by  DRG  had  on  quality  of  care  and  access 
to  care? 


Additional  Hospital  Data: 


1.  Number  of  beds  -  FY  83. 
Change  in  bed  size  since  DPGs. 

2.  Number  of  admissions  FY  83. 
Change  in  admissions  since  DRGs. 

3.  Number  of  Inpatient  Days  FY  83. 
Change  in  Days  since  DPGs. 

4.  Average  Length  of  stay  FY  83. 
Change  in  length  of  stay  since  DRGs. 


Part  II    These  questions  would  be  asked  of  all  respondents. 


1-1  What  do  you  think  about  the  appropriateness  of  inpatient  DRGs  as  a  method 
for  paying  physicians? 

1-2  What  are  the  major  strengths  and/or  weaknesses  of  a  combined 
physician/hospital  payment  scheme? 

1-3  How  do  you  think  such  a  combined  system  should  be  implemented?     (e.g.  Who 
should  be  paid?) 

1-4  What  would  be  the  major  effect  of  a  combined  system  on  each  of  the 
following: 

•  Hospital  internal  management; 

•  Competition  among  area  hospitals; 

•  Relationship  between  hospital  and  physician; 

•  Relationship  between  hospital  and  patients;  and 

•  Relationship  between  physician  and  patient? 


